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1 | --- Upon comencing at 8:30 a.m
I
2 | THE CHAI RMAN:  Good norning, |adies and
3 | gent | enen.
I
4 | M. Noonan, you have some prelimnary
5 | matters, | understand.
I
6 | MR, NOONAN: Yes, thank you,
7 | M. Chai rman.
I
8 | | would like to note, for the record,
9 | that ny nanme is Peter Noonan. | have taken over
10 | from M. John Syne, who has |left the Board for
11 | bi gger and better things, we hope, in Otawa.
I
12 | Before we begin this nmorning, I wish to
13 | advi se that | have canvassed counsel, and there are
14 | no undertaki ngs or other prelimnary matters that
15 | are still outstanding.
I
16 | | do, however, wish to note that the
17 | Board itself has received a letter. It purports to
18 | be fromthe Departnent of National Defence,
19 | al though there is no Warrant of Authority. | think
20 | that it, perhaps, nmight be a citizen's coments.
I
21 | I do not intend to enter this as a
22 | formal exhibit, but it will go on to the official
23 | file of the Board, and | will leave it with the
24 | Clerk; and if anyone wi shes to look at it during
25 | the course of the hearing today, they are wel come
I
|
I
1 | to do so.
I
2 | Thank you, M. Chairman.
I
3 | THE CHAI RMAN:  Thank you, M. Noonan.
I
4 | M. Lutes, you are ready to proceed.
5 | You are in good voice this norning, | assune.
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MR. LUTES: | hope so, M. Chairmn
-- and we are ready to proceed

ARGUMENT ON BEHALF OF FOOTHI LLS PI PE LI NES LTD. :
I ntroducti on:

MR. LUTES: M. Chairman, the
Foothills' Rate Case is largely centered on the
i mportant issue of the Conpany's capital
structure.

Foothills firmy believes that it is
i mperative to adjust the equity conponent of its
capital structure from25 per cent to 35 per cent,
in response to the significant changes in the
Conpany's |l evel of business risk and its
requi rement for inproved financial flexibility.

This case is also, but perhaps |ess
significantly, about rate of return on common
equity; deferred incone taxes; the rate of
anortization for the special charge; the recovery
of certain East Leg devel opnent costs incurred in
association with the Can-Am project; Foothills
1311

FHPL Arg.

(Lut es)

1993 operating and mai ntenance budget; the
applicability of the Incentive Rate of Return
(IROR) scheme to Prebuild expansions; and the
appropri ateness of Foothills Zone 9 interruptible
tolls.
PART |
CAPI TAL STRUCTURE

W will deal, firstly, with the
essential issue of capital structure. We wll
describe the historical basis for Foothills present
capital structure, including the circunmstances
surroundi ng the original financing, and the effect
of subsequent changes in United States gas narkets
and regul ati on which have fundanentally altered the
security arrangenents provided to support the
original financing.

We will then address, in the context of
Foothills' capital structure, a conparison of the
relative business risks of Foothills and other gas
pi pelines regulated by this Board.

In addition, we have a few comments on
the relationship of Foothills and Northern Border

And finally, M. Chairnman, again in the
context of capital structure, we will speak to

file///Cdrew/docsRH193v08 htm
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Foothills'" requirenents for additional flexibility
1312

FHPL Arg.

(Lut es)
in financing the debt conponent of its capita
structure.
Fi nancing of the Original Prebuild
Let me turn, firstly, to the financing
of the Prebuild.

In 1979, a series of steps were
undertaken to initiate the Canadi an portion of the
Prebuild Project. These steps included the
creation of a contractual and regulatory structure
whi ch was designed to assure a "mni mumrevenue
streanm which would pernit the Project to be
financed.

The instruments created to assure the
m ni mum revenue stream included: one, back-to-back
contractual arrangenents with U . S. interstate
buyers, containing a clear requirenment for the
buyers to both take and pay for the gas; two, the
ability, established by regulation, for these
buyers to roll-in the higher cost of the Canadian
gas into their systemw de supply; and three,
assurances provided by U S. Governnent and
regul atory authorities that they would not take any
action to specifically relieve the U S. interstate
buyers of their contractual obligations.

At the time the project was devel oped
1313

FHPL Arg.

(Lut es)
and financed, it was believed that this structure
responded to the only perceived risks which the
project mght face: nanely, the failure of the
U.S. buyers to performunder their contracts and
regul atory action which would relieve such buyers
of their obligations.

Under this structure, the financing
plan for the Prebuild was concluded with a 25 per
cent equity conponent and a 75 per cent debt
conponent. This plan was consistent with and part
of the financing plan proposed for the Canadi an
portion of the Al aska Natural Gas Transportation
System (ANGTS) .

The adoption of the ANGIS capit al
structure for the financing of the Prebuild was
based on the belief that deliveries of Alaska gas
woul d commence in 1985. Notwi thstanding the 1985
delivery date for Al aska gas, debt lenders to the
Prebuild required that the project be financed on a
stand-al one basis; that is, that the project
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financing would be self-liquidating over the life
of the export authorizations. To secure the
financing, assignnents of all of the downstream
sal es contracts were nade, firstly, to Foothills
and then to its | enders.
1314

FHPL Arg.

(Lut es)

Changed Circunstances

The ability of the Prebuild contractua
and regulatory structure to assure a m ni num
revenue streamwas totally dependent on the
continuation of the fully regul ated gas markets
that existed at the tine the project was
devel oped.

However, not only did those gas narkets
and the regul ati on of those markets change, they
changed beyond all recognition. Nothing in the
Prebuild contractual and regul atory structure
insul ated Foothills fromthe effect of these
changes. As a result, gas nmoving on the Prebuild
systemtoday is exposed to all of the risks of the
conpetitive marketpl ace.

As the Board is aware, Foothills and
Pan- Al berta have responded to the changi ng
mar ket pl ace with a consi derabl e degree of success.
In doing so, Foothills, its lenders, and its equity

i nvestors have absorbed a significant reduction in
the quality of the security underpinning the
Prebuil d financing.

M. Chairman, given the fundanmenta
changes which have occurred in the natural gas
mar ket pl ace and the effect of these changes on the 1315

FHPL Arg.

(Lut es)

risks of Foothills, Foothills cannot understand the
positions taken by APMC and CAPP in this
proceedi ng, as expressed through the testinmony of
M. Peter Nettleton.

CAPP and APMC cl ai mthat the
governmental and regul atory assurances of the
United States have shielded Foothills fromthe
busi ness risks of its U S. markets. In devel oping
this assertion, M. Nettleton states that the
Prebuil d exports enjoy special protection under the
Canada- U. S. Agreenent.

M. Chairman, he is wong. You need
only read the Agreenment to see that it pertains
only to Alaskan and Northern Canadi an natural gas.
It does not address exports of Alberta gas through
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the Prebuild facilities.

M. Nettleton also asserts that the
Prebuil d project enjoys special protection under
the wai ver of |aw package passed by the Congress in
1981. Again, he is wong.

The Prebuild Project had already been
financed by the tinme the President signed the
wai ver | aw on Decenber 15, 1981. NMore inportantly,
the wai ver package does not apply to the Prebuild
i mports, and the FERC has confirmed that fact on at 1316

FHPL Arg.

(Lut es)
| east two occasi ons.

The record clearly denponstrates that
CAPP and the APMC do not understand the nature, the
limtations, and the effect of these assurances.

M. Chai rman, we have pointed out
t hroughout this proceeding that the existence of
the Prebuild assurances did not, and will not,
shield Foothills or its shippers fromhaving to
fully adapt to the fundamental changes which have
occurred in North American gas markets over the
| ast decade or those changes which may occur in the
future.

The FERC assurances have been, and
remain, limted. To illustrate: while inits
series of market restructuring orders the FERC has
honoured its commtnments to naintain the Prebuild
interstate buyer's obligation to purchase gas. At
the sanme tinme, it has released the sane interstate
buyer's customers fromtheir obligations, setting
themfree to buy gas el sewhere

The end result of this is: the
interstate buyers were sinply not able to neet
their obligations to the Prebuild. Therefore, the
original Prebuild contracts, despite efforts by
Pan- Al berta to respond to the market by anmending 1317

FHPL Arg.

(Lut es)

their take and price ternms, could not be
sustained. W have |lost two of the origina
buyers, United and Panhandl e, and are in the
process of losing the third and | ast Eastern Leg
buyer, Northern Natural

Today's Prebuild arrangenents are
dramatically altered fromthose of 1979. Today,
Foothills faces the full force of a conpetitive
mar ket .
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As well, the FERC assurances do not
protect the Prebuild Project fromstate regul atory
risk. |Indeed, you need only | ook to the situation

in California today. The CPUC has pl aced pressure
on SoCal and PITCO to reduce their Prebuild gas
supply costs, $83 nmillion of which have been
characterized as "excess gas costs".

On the Western Leg, we believe that
Pan- Al berta will eventually be involved in sone
restructuring of the PITCO arrangenents. W al so
believe that, as with the Eastern Leg, such
restructuring will inevitably inpact on the credit
support underpinning the Western Leg financing

M. Chairman, you nmight well ask: To
what extent is Foothills concerned about its
future? |Is it concerned about the marketability of 1318

FHPL Arg.

(Lut es)

Al berta gas in the markets reached by its

pi peline? |Is it concerned about the supplies of
gas to its pipeline and its ability to conpete with
ot her Canadi an pi pelines for such gas supplies?

Foothills is confident of its ability,
and the ability of its shippers, to nanage the
future. Foothills is no nore concerned about the
ri sks of market and regul atory change than other
Canadi an gas transni ssion pipelines, having regard
for the differences which exist between it and
t hose pi pelines.

The sinple point is that there are rea
risks to the future of Foothills.

The common equity component is an
essential element of Foothills ability to manage
these future risks. We know from past events that

the circunmstances which prevail in gas markets
today will change, and there will be times in the
future when things will not be the sane for us and

our shippers as they appear today.

These are the risks of today's
mar ket pl ace. They are certainly not the risks
whi ch the sponsors thought they were dealing with
when the Prebuild project was concei ved and
devel oped.
1319

FHPL Arg.

(Lut es)
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COVPARATI VE BUSI NESS RI SKS
Let ne now deal with Foothills business
ri sks conpared to the business risks of other
pi pelines regul ated by the Board.
Mar ket Ri sks
Foothills today believes that its
mar ket risks are greater than those of TransCanada
Pi peLines Limted (TCPL), Westcoast Energy Inc.
(VEI), and Al berta Natural Gas Conpany Limted
(ANG) .

First, both TransCanada and West coast
have | arge, stable donestic nmarkets, representing
approxi mately 50 per cent of their total system
t hroughput. These domestic markets are subject to
| ess conpetition from conpeting pipelines than the
mar kets served by Foothills. As well, donestic
mar kets hol d considerably less political and
regulatory risk than export narkets.

As well, the export markets served by
the Prebuild are nore risky than the export markets
served by any of ANG TransCanada or Westcoast.

In its principal markets in the U S.

M dwest and California, Foothills faces significant

conpetition as a result of the high |evel of excess

pi peline capacity into those markets. The threats
1320

FHPL Arg.

(Lut es)
to Foothills from such conpetition are nore serious
because the Prebuild is the high-cost transporter
into every nmarket that it serves.

ANG s existing nmarkets in the Pacific
Nort hwest and Northern California are served
through pipeline facilities which are significantly
depreciated in both Canada and the U. S. These
facilities have a significant toll advantage over
ei ther the new expansion facilities or the existing
Foothills' Western Leg tolls.

West coast has continued to maintain a
significant share of its traditional export market
in the Pacific Northwest. This market continues to
grow, and any conpetition which may result from
expansi on shippers on PGT will be |imted to those
speci fic Northwest markets which can be accessed
directly off the PGI system

To the extent that PGI expansi on gas
has to make use of the Northwest Pipeline system
it would be at a cost disadvantage to gas noving
t hrough West coast.

Wth respect to TransCanada's export

file///Cdrew/docsRH193v08 htm
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mar kets, we believe that its U S. northeast market
is subject to less supply, price and transportation
conpetition than al nbst any other U S. export

1321

FHPL Arg.

(Lut es)

market. TransCanada's transportation contracts
into this market, as well as the sales contracts
supporting it, are also relatively long term In
addition, with respect to the M dwest market,
TransCanada has a transportation cost advantage
over Foothills to that narket.
Physi cal and Operating Risks

M. Chairman, let me turn briefly to a
conpari son of the physical and operating risks of
Foothills and the other mmjor gas pipelines
regul ated by the Board

Foothills operates a single
hi gh-pressure pipeline on its Eastern Leg, conpared
to TransCanada's | ooped | ow pressure pipeline
system

Wth respect to ANG Foothills' Eastern
Leg hi gh-pressure systemresults in sonewhat higher
operating risks for Foothills, relative to ANG

Foothills shares Dr. Sherwin's view
that Westcoast's gathering and processing
facilities expose it to higher operating risks than
any of the other gas pipelines regulated by the
Board, including Foothills.
Tariff Provisions

M. Chairman, Foothills accepts that

1322

FHPL Arg.

(Lut es)
the demand charge abatenment provisions of its
Tariff provide it with somewhat nore protection
than does the Tariff of TransCanada. On the face
of it, Foothills favourable Tariff provision my
appear to offset sone of the higher market and
operating risks of Foothills conpared to
TransCanada. However, the risk-reducing inpact of
Foothills abatenent provision, relative to
TransCanada, may not be as great as it first
appears. There is no evidence before you
concerning the probability of TransCanada having to
provi de demand charge credits. It is hardly a risk
for TransCanada to say in its Tariff that it wll
provide such a credit, if the probability of
actually having to give such a credit is renote.

For exanple, we know TransCanada has a
mul ti-| ooped system it has nultiple engines at
each conpressor station; its engineering design may
be nore conservative than Foothills; its critica

file///Cdrew/docsRH193v08.htm
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unit outage design may be nore conservative; it has
access to storage at its market; and it has a mx
of contracts that provide it with flexibility in
terms of daily delivery obligations.

In short, M. Chairman, one cannot draw
any concl usi ons about this matter on the basis of
1323

FHPL Arg.

(Lut es)
the Tariff provision alone. Further, there is no
evi dence on this record that would indicate that
TransCanada, in its 30-odd years of operation, has
ever had to provide a demand charge credit.

Concl usi on on Conparative Risk

On bal ance, Foothills believes its
operating and market risks nmake it nore risky than
bot h TransCanada and ANG and that the effect of
Foothills nore favourable Tariff provisions
condi ti ons concerni ng abaterment of demand charges
do not alter that concl usion.

Foothills believes that its higher
mar ket risks are offset by Westcoast's higher
operating risks, and that the overall risk profiles
of Westcoast and Foothills are equal.

Nort hern Bor der

M. Chairman, before we | eave this
conpari son of Foothills and other pipelines, we
would like to draw your attention to one other
matter.

In the context of the North Anmerican
gas market in which Foothills operates, our
busi ness risks are, in many respects, simlar to
those to which Northern Border is exposed. In that
regard, Northern Border continues to have recourse
1324

FHPL Arg.

(Lut es)
to some of the original interstate pipeline buyers
for paynent of its tolls. Foothills does not.

Notwi t hst andi ng this, Northern Border
has a 35 per cent commpn equity ratio; it recovers
normal i zed i ncone taxes; and its rate of return on
comon equity is 12.75 per cent.

Financing Flexibility

This brings me to the last topic under
the general heading of Capital Structure, which is
the issue of financing flexibility.

| do not intend to summarize the
extensive evidence which you have |istened to over
t he past two weeks about financing. |n considering
Foothills' need for a capital structures which
provides it with an appropriate degree of financing

file///Cdrew/docsRH193v08.htm
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16 | flexibility, the Board should have regard to all of

17 | the circunstances which exi sted when the existing

18 | | oan arrangenments were put in place in 1980, as

19 | wel |l as all of the changes which have taken place

20 | since then.
I

21 | The original financing arrangenents

22 | have, in large part, been described to you in this

23 | argunent. However, three other factors which

24 | af fect financing flexibility need to be kept in

25 | m nd.
| 1325
| FHPL Arg.
| (Lut es)

1 | Foothills' rate of return on equity in

2 | 1980 was approved at 16 per cent; its Tariff

3 | provided for the recovery of deferred i ncome taxes;

4 | and Foothills depreciation rates were fixed at 4

5 | per cent.
I

6 | Today, not only have | enders

7 | experienced a significant erosion of their original

8 | security, but Foothills present rate of return on

9 | common equity has been reduced to 12 1/2 per cent;

10 | it no longer collects deferred i ncome taxes; and

11 | its depreciation rate has been reduced to 2 per

12 | cent.
|

13 | M. Chairnman, we are today in a |lending

14 | envi ronment where the banks are | ess eager to mmke

15 | the type of |l oan they nmade to Foothills in 1980.
I

16 | The origi nal bank arrangenent has

17 | served Foothills and its shippers well over the

18 | years. However, today, M. Chairman, Foothills is

19 | faced with the chall enge of securing long-term

20 | financing for its Western Leg expansion. In the

21 | not-too-distant future, Foothills will comrence

22 | di scussions with the banks concerning an extension

23 | of the termof the existing | oan arrangenents.
I

24 | Under those | oan arrangenents, as

25 | presently structured, the basket clause
| 1326
| FHPL Arg.
| (Lut es)

1 | depreciation provision is scheduled to comrence on

2 | Novenber 1, 1987 on the Eastern Leg and on Novenber

3 | 1, 1999 on the Western Leg
I

4 | As things now stand, the negotiations

5 | with the banks will be conducted under

6 | ci rcunstances where Foothills has no financing

7 | flexibility and agai nst the background of today's

8 | equity return, depreciation rates, and incone tax

9 | treatnent, rather than those which existed in

10 | 1980.

2o 116 2/14/00 12:43 PM
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M. Chairnman, we concur with
Dr. Sherwin that the primary consideration for the
for the Board in determ ning an appropriate capita
structure is business risk. Nevertheless, we
submt to you that a relevant consideration for
whi ch you should have regard is the need to provide
Foothills, today, with an appropriate degree of
financing flexibility.
APMC/ CAPP EVI DENCE ON BUSI NESS RI SK

Bef ore concl uding this question of
capital structure, | would like to address a few
remarks to you on the position taken by APMC and
CAPP wi t nesses concerning Foothills' business
risks.

We have al ready dealt extensively with
1327

FHPL Arg.

(Lut es)
M. Nettleton's evidence concerning the assurances
and his know edge of Foothills' conpetitive
ci rcunst ances.

Despite M. Nettleton's assertion that
the Prebuild Project exists under some sort of
Traveller's unbrella type of protection, we were,

M . Chai rman, somewhat astoni shed to here
M. Nettleton's definition of business risk during
this exchange with M. Syne.

"MR. NETTLETON: This woul d be the
econom ¢ viability of Foothills versus
the viability of these other pipeline
conpani es. You boil that down to
saying: the Ability of those pipeline
conpani es to neet the requirements and
contractual conmitments by the shippers
for transportation.”" (Tr. 1235)
Further, M. Chairman, M. Nettleton's
| ack of know edge of the relative risk of other
Canadi an pipelines was clearly revealed during this
exchange with you, concerning his assessnent of the
busi ness risks of Westcoast.

"THE CHAIRVMAN: In that regard, as
| understand what you were saying --
and | amthinking of Westcoast's
1328

FHPL Arg.

(Lut es)
situation, with its gas plants and
gat hering system which | think
Dr. Sherwin mentioned in his Witten
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Evi dence -- don't you see a difference
there, and perhaps in other
characteristics?

MR. NETTLETON: It is a different
characteristic, but | don't viewit as
bei ng one of risk.

As you very well know, sir, the B.C

gas is nmuch drier and it is just an
integral part of a transm ssion
system | don't believe the gas plant
in B.C. presents a substantive risk to
West coast. " (Tr. 1301&1302).

M. Nettleton does not appear to be
aware of the risks of Westcoast's extensive sour
gas gathering systemor of its three gas processing
pl ants and sul phur plants. There is considerable
hi storical experience of the existence of such
risks. We did not find his evidence credible.

Turning to Dr. Waters, we subnmit that
he provides no evidence on Foothills' business
risks. Neither his letter of March 12, 1993, on
whi ch the Board based its interimtoll order, nor
1329

FHPL Arg.

(Lut es)
his evidence in this proceeding, is based on any
anal ysis of Foothills"' business risks.

In fact, in this case, Dr. Waters
relies on M. Nettleton's assessment of business
ri sks, which should best be characterized as
superficial.

In short, M. Chairman, the only
credi bl e evidence in this proceedi ng on busi ness
risk is that provided by Foothills.

CONCLUSI ON - CAPI TAL STRUCTURE

M. Chairman, in conclusion on this
i ssue of the appropriate capital structure, we have
addressed, firstly, the changes whi ch have taken
pl ace in Foothills" business risks since 1980;
secondly, we have addressed a conparison of
Foot hills'" business risks to those of other mgjor
gas pipelines regulated by you; and finally, we
have addressed the need for a capital structure
whi ch provides Foothills with the sane degree of
financial flexibility enjoyed by other major gas
pi pelines.

M. Chairman, we think now is the right
time to bring Foothills' capital structure into
line with its business risks and provide it with
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the financial flexibility it requires. W think it
1330

FHPL Arg.

(Lut es)
is the right time for the follow ng reasons:
1. Foothills is now conpl eting expansi ons which
will result in a substantial decline in tolls on
both the Eastern and Western Leg;
2. the current interest rate environment nmakes this
an appropriate tinme for Foothills to have access to
al ternative financial markets;
3. the restructuring of the Eastern Leg contracts
will be conpleted this fall
4. the need for Foothills to finance the Western
Leg expansion and renegotiate the terns of its
exi sting | oan arrangenent; and
5. the need to provide Foothills' Managenent with a
strong and stabl e financial structure, which
provides it with the flexibility to manage future
change.

Finally, M. Chairman, Foothills does
not believe that a gradualist approach to financing
its conmon equity ratio is appropriate. As
Dr. Sherwin said to you:
"Your job is to give, as you have done
before, every utility a reasonable
return on a capital structure that
reflects its risk." (Tr. 1014)
M. Chairman, Foothills requires a
1331

FHPL Arg.

(Lut es)
capital structure today which is fully reflective
of its business risks and which allows it to access
capital under appropriate terns and conditions.
Qur lenders need to be confident that we have a
stabl e and consistent capital structure, varying
only as risk conditions change, so that when they
comrmit their funds, they can be sure what the rules
of the gane are.

Accordi ngly, M. Chairman, we urge the
Board to deal finally and conclusively with these
matters in this proceeding
PART ||
RATE OF RETURN ON COMVON EQUI TY

Let ne now turn to the issue of
appropriate rate of return on conmon equity.

Foothills believes that in today's
environment, the Board should approve a return on
comon equity of 12.5 per cent, based on the
evidence of Dr. Sherwin, Ms. MShane and
Ms. MLeod.

Dr. Waters, the APMC/ CAPP expert
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Wi t ness, recomends that the Board approve a return
on equity in the range of 10 1/2 to 11 1/2 per
cent.

The principles to be applied by the
1332

FHPL Arg.

(Lut es)
Board in determning the fair rate of return are
not in dispute. The return should pernmnit
Foothills: (1) to achieve a | evel of earnings
conparable to that earned by other conpani es of
simlar risk; (2) to maintain its financial
integrity; and (3) to pernmit the attraction of
capital on reasonable terns.

These principles were applied by
Foothills' expert witnesses through the application
of three techni ques of neasurenent: the Conparable
Ear ni ngs Test; the Di scounted Cash Fl ow Test; and
the Ri sk Prem um Test.

By conparison, Dr. Waters relies solely
on the Ri sk Prem um Test.

The Conparabl e Earnings Test is a
measure of the "fairness" standard, which proceeds
on the premse that utilities are entitled to a
return commensurate with that achi evabl e by
conpetitive industrials of conparable risk to
utilities, and as such the Conparabl e Earni ngs Test
is consistent with the judicial standard governi ng
these matters and which is set out by M. Justice
Lamont of the Supreme Court of Canada in the 1992
Northwest Utilities case, wherein M. Justice
Lanmont stated, and | quote

1333
FHPL Arg.
(Lut es)
"By a fair return is neant that the
conpany will be allowed as |arge a
return on the capital invested inits
enterprise, which will be net to the

conpany, as it would receive if it were
i nvesting the same amount in other
securities possessing an
attractiveness, stability and certainty
equal to that of the company's
enterprise.”
The other two tests -- the DCF and Ri sk

Prem um techni ques -- are neasures of the cost of

attracting capital. The application of techniques

whi ch nmeasure the cost of attracting capital result

in a bare-bones cost of capital; or, in other

words, a measure of the returns required on the

mar ket val ue of their investnents.
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If a market-determ ned cost of
attracting capital is applied to book equity, the
mar ket price of the stock will tend toward book
val ue. Accordingly, Dr. Sherwin and Ms. MShane
believe an adjustnment for financing flexibility is
required sufficient to achieve a market-to-book
ratio of 115 per cent.

Ms. MLeod (Ex. B-4, p. 45) mekes a
1334

FHPL Arg.

(Lut es)
simlar adjustnent to the investors' required rate
of return of between 110 to 115 per cent to cover
the inpact of market pressure and flotation costs.

The reconmendati on of Foothills' expert
witnesses in this proceeding can be summarized as
foll ows:

SHERW N/ Mc SHANE McLEOD

Conpar abl e Ear ni ngs 12.25-12.5% 12.5%
Di scounted Cash Fl ow 12. 6% 12.25-12. 50%
Equity Ri sk Prem um 12. 8% 12.0-12.50%

Dr. Sherwin and Ms. M:Shane give 60 per
cent weight to the Risk Prem um Test, 30 per cent
wei ght to Conparabl e Earni ngs, and 10 per cent
weight to the DCF test, in arriving at their
recomrended return on common equity of 12.625 per
cent.

Ms. MLeod does not provide specific
wei ghtings for each of the three tests but does
rely nost heavily on the Risk Prem um Test in
concluding that the appropriate return on conmmon
equity for Foothills is at the upper end of the
range of 12 to 12 1/2 per cent (Ex. B-10, p.3).

It should be borne in nind,
M. Chairman, that all of the recommendati ons of
Foothills' experts are based on the assunption that
1335

FHPL Arg.

(Lut es)
the Board approves a common equity ratio of 35 per
cent (McLeod Ex. B-4, p. 8) (Sherw n/MShane Ex.
B-4, p.17).

By contrast, Dr. Waters' recommendation
is based on a 25 per cent conmmon equity ratio.

Dr. Waters takes issue with the growth
estimates in both the Sherwin and McShane DCF-based
risk premiumstudies. |In the first test,

Dr. Waters clains that the apparent downward trend
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inrisk premunms is due to "upward" biased
estimates of growmh in earlier years and "nore
reasonabl e” -- but still upward biased -- estinates
in nmore recent years.

Fundanmental |y, Dr. Waters' critique of
the DCF-based studies assunmes that investor
expectations are governed by only one variable, the
annual retained earnings growmh -- which happens to
produce the | owest growth rates.

Dr. Sherwin and Ms. MShane point out
that investors |look to nore than one variable in
forming their expectations. No informed investor
relies on a single experienced growth rate to
estimate the future

Such a nonolithic view contradicts al
rational investor behaviour.
1336

FHPL Arg.

(Lut es)
Dr. Waters criticizes the second
Sherwi n/ McShane DCF-based test on the basis that it
puts significant weight on |longer-terminvestor
experience as a nmeasure of investor expectations.

Ms. McShane pointed out to Ms. Morel and
that this is analagous to equity risk prem um
tests, such as that applied by Dr. Waters, which
al so rely heavily on long-term achi eved stock
mar ket / bond return differentials.

The Board should note that the purpose
of Dr. Sherwin and Ms. MShane's DCF-based studies
was not only to estimate the level of the
appropriate risk premium but also the relationship
between interest rates and risk premia. Therefore
the second test sought to explicitly renmedy sonme of
the possible distortions in risk prem uns
i ntroduced by reliance on shorter-term achi eved
grow h rates.

The reliance on a |l ong-term average of

retained earnings growth rates is based on the

prem se that the investors' |onger-termgrowth
expectations neither accelerated as rapidly as the
experienced gromh rates of the early years would

suggest, nor had they declined as rapidly in the

| ast few years, as suggested by the nobst recent

1337

FHPL Arg.

(Lut es)
experi ence.

Stated differently, it is based on the
prenmise that investors continue to have confidence
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in the fairness of the regulatory process and
expect rising risk premuns to be reflected in the
al | owabl e returns, which should lead to rising
retai ned earni ngs growth.

In summary, M. Chairman, there is
significant enpirical evidence before this Board of
the inverse relationship between interest rates and
risk premuns. This relationship has been
reflected in the awards of this Board and ot her
regul ators in Canada.

Dr. Sherwin and Ms. MShane testified
that a correlation of Long Canada rates and the
risk premuns inplicit in allowed returns showed a
0.6 per cent increase in the risk premumfor each
1 per cent decline in interest rates.

In response to a question by M. Syne,
Dr. Sherwin noted the problens inherent in both the
DCF test and the Conparabl e Earni ngs Test under
current circunstances, and suggested that, under
t hose circunstances, the Board use the interest
rate/risk premumrelationship as a tool for
determ ning the change in the cost of equity since

1338

FHPL Arg.

(Lut es)
its nobst recent finding
Fl otati on Costs
During this proceeding, the issue of
providing Foothills with a flotation cost allowance
above the "bare-bones" cost of attracting capita
ar ose.

M. Chairman, capital was, and
continues to be, conmitted to Foothills by its
equity investors on the basis of a commtnent by
the Board that Foothills would be allowed an
operating phase rate of return on equity equal to
that of other pipelines of simlar risk.

M . Chai rman, that understandi ng was
set out in the Board's Phase Il Novenber 1979
Reasons for Decision

To deny Foothills a flotation cost
al l owance is to break that commtnent and to
unfairly Iimt the inplicit market val ue of
Foothills to book value, while allow ng a higher
degree of financial integrity to those pipelines
which publicly raise common equity.

We do not think it should be of any
concern to the Board, in establishing the fair
return, how the Conpany raises its equity, because
the fair return has regard to the alternatives
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(Lut es)
whi ch equity investors have for investnent of their
capital

Since equity investors in Foothills
have the same alternatives for their capital as
equity investors in pipelines that raise equity in
public markets, it follows that Foothills investors
are entitled to earn a fair return.

Dr. Waters' Risk Premi um Test

Let me turn to the risk prem um

evi dence of Dr. Waters.

Dr. Waters' reconmendation for
Foothills' common equity return of 11 per cent is
based solely on his risk premiumstudy. Unlike
Foothills' experts, Dr. Waters provides no
alternative technique to check his risk prem um
results.

M . Chairman, you shoul d consi der
carefully the reliability of Dr. Waters' evidence
in these proceedings.

Firstly, we refer you to Exhibit B-15,
which is the Table that Foothills put to Dr. Waters
in cross-exam nation, conparing his market equity
risk premuns in the Canadi an Western Natural Gas
1992 case, the NOVA 1993 case, and this case.

You will note fromthat Table that as
1340

FHPL Arg.

(Lut es)
the nunbers for his market equity risk prem um
change over tine, so does Dr. WAaters' risk prem um
t echni que.

The | ack of consistency, not only in
the raw data but in the analysis enpl oyed, creates
serious doubts about the reliability of Dr. Waters
resul ts.

The Tabl e al so shows that Dr. Waters
made a | arge downward adjustnent to the market
equity risk premumin the Canadi an Western Natura
Gas case for the fact that bond investors failed to
achi eve their prospective returns in the 1950-1987
peri od.

Dr. Waters then admitted, under
cross-exam nation, that over the last five years,
equity investors in Canada have also failed to
achieve their required returns. Dr. Waters nekes
no adjustment for the fact that equity investors
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have failed to achieve their required returns over
the last five years.

Not only does he make no adjustnent for
the failure of equity investors to achieve their
required returns, he continues to update his data,
thereby further skewing his results downward.

This is evidenced by the fact that

1341
FHPL Arg.
(Lut es)
bet ween t he NOVA case in June of this year and this
case, he again updated his market equity risk
premia for 1992 results and reduced his market risk
premiumby a further 30 to 40 basis points.
In Exhibit B-16, we presented
Dr. Waters with a Table entitled "Dr. Waters 'Do
VWhat | Say, Not What | Do'" return recomendati on
for Foothills Pipe Lines.
This table denonstrates wi thout a doubt
that Dr. Waters' equity risk prem umrecomendation
is based on a target which Dr. Waters is attenpting
to achieve and is not a result which is derived
from adherence to a consistently applied anal ytica
process.
M. Chairman, Dr. Waters' adjustnent
for his investors' required rate of return of 25 to
50 basis points to account for "uncertainty" in
financial markets also purportedly does double duty
to provide Foothills with a cushion to enable it to
mai ntain its financial integrity (Ex. C1-6, p.4).
The "uncertainty" cushion has been
around Dr. Waters' evidence for years, and you
shoul d wonder, in light of what appears to be a
relatively stable current financial market, what it
is all about.
1342
FHPL Arg.
(Lut es)

When all is said and done,
M. Chairman, you should ask yourself very
seriously whether Dr. Waters' 25 to 50 basis point
cushion nmeets the fairness standard prescribed by
M. Justice Lamont of the Suprenme Court of Canada,
which | quoted to you earlier

In conclusion, M. Chairman, the only
credi bl e evidence in this case supports the
conclusion in favour of a rate of return on comon
equity of 12 1/2 per cent.

PART 111
DEFERRED | NCOVE TAXES
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Let me now turn to the question of
deferred inconme taxes.

Item 3 of the Board's List of |ssues
attached to Order RH 1-93 rai ses the question
whet her it is appropriate to draw down Foothills'
deferred income taxes and, if so, to what extent
and over what tinme period.

The CAPP policy evidence states that it
is CAPP's intention to obtain further information
through this hearing process, and then to have
further discussions with Foothills concerning this
matter before it nakes a recommendation to the
Board on this issue
1343

FHPL Arg.

(Lut es)
CAPP anticipates that these di scussions
will take place prior to the end of this year, and
after Foothills has raised this question of
deferred income tax drawdown with its | enders.

It is Foothills' position that the
question of the drawdown of its deferred taxes wll
have to be addressed by both Foothills' |enders and
its equity investors. The appropriate tine to
discuss this matter with Foothills' |lenders will be
after the Board has rendered a decision in this
case. Clearly, any discussion with the banks
regarding this matter will be influenced by the
decision in this case.

Foothills would be prepared, at this
time, to undertake with the Board that, follow ng
the receipt of the Board's Decision in this

proceeding, it will conmmence di scussions as soon as
possible with its bank and its equity investors.
Thereafter, Foothills will arrange meetings with
its shippers and other interested parties to

di scuss this matter. Foothills will, of course,
keep the Board advi sed concerni ng progress.

PART |V

SPECI AL CHARGE AMORTI ZATI ON
Let me now nmake a few conments on the
1344

FHPL Arg.

(Lut es)
i ssue of the anortization rate to the special
charge, which is Issue 4 on the Board' s List of
| ssues.

In 1982, the Board approved the
inclusion in Foothills' cost of service of an
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anount cal cul ated as the return on, and
anortization of, approximately $124 million of
Foothills' prelimnary expenditures which had been
incurred prior to Decenber 31, 1981.

These prelimnary expenditures did not
then, and do not now, conprise any part of
Foothills' rate base assets which are presently
bei ng depreciated at a 2 per cent annual rate.

The anortization rate approved by the
Board for the special charge expenditures was 4 per
cent, and the return was approved at Foothills'
comon equity rate, all to be recovered on a
pre-tax basis.

Recovery of the special charge was
initially approved for a termto 1988. The term of
the recovery of the special charge has been
extended on two subsequent occasi ons, and has now
been extended to the year 2000

CAPP' s position on the special charge
anortization rate is that the special charge is no
1345

FHPL Arg.

(Lut es)
di fferent than gas-plant-in-service and shoul d
therefore be subject to the sane rate of
anortization as rate base. However, the speci al
charge, as M. MacPherson admtted (T. 1099 &
1100), is not the sane as gas-plant-in-service and
does not receive sinmlar treatnent.

The recovery of the special charge has
al ways been subject to Board review fromtime to
time, and there is no logical relationship between
the anortization rate of the special charge and the
depreciation rate for the long-life assets which
conprise gas-plant-in-service.

M. Chairman, there has been no
evi dence advanced that woul d suggest any | ogica
basis for altering the rate of anortization of the
speci al charge. In Novermber 1992, the Board
approved an extension for the collection of the
speci al charge to Cctober 31, 2000. Absent any
change in circunstances, Foothills' position is
that the terms surroundi ng the special charge
shoul d not be altered.
PART V
CAN- AM PROJECT DEVELOPMENT COSTS

M. Chairman, Foothills is seeking
approval fromthe Board to include in its Zone 6

1346

FHPL Arg.

(Lut es)
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and 9 rate base $765,000 of costs related to the
CAN- AM Proj ect. You have heard testinony from
Foothills that the studi es devel oped in connection
with that Project were the initial step in the
subsequent expansion of the Eastern Leg.

This project, and the rel ated studi es,
were also used to stimulate interest anong the
shi pper community and directly contributed to the
expansion facilities eventually constructed.

To a large extent, had these studies
not been undertaken in conjunction with the CAN-AM
Proj ect, they would neverthel ess have been
undertaken when the actual expansion occurred.

M. Chairman, | know of no precedent
where a pipeline under your jurisdiction has been
deni ed the recovery of expenditures related solely
to the expansion of its existing pipeline system
PART VI
OPERATI NG AND MAI NTENANCE EXPENSES

Let ne now turn to the 1993 operating
and nmai ntenance budgets.

On Novenber 30, 1992, Foothills filed
its 1993 Operating and Mai ntenance Expense Budgets
with the Board. On August 13, 1993 Foothills
updat ed t hat Budget.
1347

FHPL Arg.

(Lut es)

Foothills has, through the Information
Request process and through cross-exani nation,
denmonstrated to you that its amended Operating and
Mai nt enance Budgets reflect an appropriate |evel of
expenses required for the efficient and effective
operation of the Foothills system during 1993.
PART VI |
I NCENTI VE RATE OF RETURN SCHEME (| ROR) FOR PREBUI LD
EXPANSI ONS

M. Chairman, |Issue 5 of the Board's
Li st of Issues attached to Order RH 1-93 request
parties to consider whether the incentive rate of
return scheme should be amended to excl ude
additions to the Prebuild portion of the pipeline.

Foothills' position is that to the
extent such additions relate to the construction of
facilities for the transportati on of southern
Canadi an gas through Zones 6 through 9, the
incentive rate of return schene should not apply.

The origi nal concept underlying the
incentive rate of return scheme was to provide an
incentive for cost control of a project which,
because of its sheer scope, had a significant
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potential for cost overrun.

In such circunstances, both the
1348

FHPL Arg.

(Lut es)
Governnents of Canada and the United States
believed that there was a potential for significant
cost efficiencies which could be achieved by
i mpl erentati on of an incentive rate of return
schene.

We do not believe that it was the
intention of those Governments or of the Northern
Pi pel i ne Act that such a schene woul d be applied,
except in the context of a mmjor construction
project. The Board itself noted as nmuch at page
3-1 of its Novenmber 1979 Reasons for Decision, and
I quote:

"This incentive rate resulting from

good or bad cost control on the

origi nal pipeline construction should

not apply to investnents made years

| ater on expansion of the system"™

Accordingly, we are of the view that
the incentive rate of return schene should not
apply to routine additions to Zones 6 through 9 for
t he purpose of transporting southern Canadi an gas.
PART VI |
| NTERRUPTI BLE TOLLS - ZONE 9

Finally, M. Chairman, | would like to
address a few comments with respect to

1349

FHPL Arg.

(Lut es)
interruptible tolls on Zone 9.

Foot hills' existing nethodol ogy for
determ nation of interruptible tolls on Zone 9 was
establi shed pursuant to Board Order TG 10-87. In
Foothills' view, there is no reason to alter the
met hodol ogy previously approved by the Board.
Interruptible tolls have not been addressed by any
other party. Foothills believes its interruptible
tolls should be approved to reflect the total Zone
9 cost of service which arises out of your decision
in this application.

M. Chairman, that concludes our fina
subm ssions, unless there are any questi ons.

THE CHAIRMAN: M. Priddle has a
questi on.

MR. PRI DDLE: M. Lutes, would you
describe to ne your purpose in alluding to sone
facts -- if you feel that they are facts in
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evi dence before the Board -- about the regul atory
treat nent which Northern Border has received?

MR. LUTES: M. Chairman, our view
of the world as it exists today is that Foothills
conpetes in a North Anerican gas market, and in
conpeting in a North Anerican gas nmarket, we are
exposed to the same risks, the sanme business risks,
1350

FHPL Arg.

(Lut es)
and to the sanme financial markets as United States
pi pel i nes.

Qur concern is that as we go through
time and our markets -- both the gas markets and
the financial nmarkets in North Anmerica -- becone
nore integrated, that Foothills, in particular, and
ot her Canadi an gas pipelines in general, will need
the same degree of financing flexibility and the
sanme degree of financial strength to conpete with
and against the U S. pipelines.

Frankly, we do not see ourselves as a
Canadi an pipeline, since all of the business which
Foothills conducts is essentially in the United
States market. In the long run, we think we have
to have the same kind of financial flexibility that
United States pipelines have.

MR. PRI DDLE: Can | be excused, then
M. Lutes, if | get the inpression fromthat that
you want sone aspect of Anmerican regul atory
treatment, or conparability to Anerican regul atory
treatnent, for your clients. And are you | ooking
for the best, the average, the worst?--and
presumably the best.

And is that just on the financial side,
or...?
1351

FHPL Arg.

(Lut es)
I amtroubled by the concept that we
shoul d be influenced, in this decision, by what
little evidence -- and I amnot sure that it was
tested evidence -- there is before us about the
certain elenments, selected elenents, of regulatory
treat ment which Northern Border has had.

Can you understand that concern?

MR. LUTES: M. Priddle, | can
under st and your concern if your concern is that you
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are not satisfied that an evidentiary basis has
been established for an appropriate conpari son

bet ween Foothills and Northern Border, in this
particular instance, in the sane matter as | have
asserted that there is no evidentiary basis for an
appropriate conclusion with respect to the Tariff
provi si ons between Foothills and TransCanada.

I can understand that and | am hard
pressed to disagree with you. There has not been a
conpl ete record established concerning all of the
regul atory treatment to which Northern Border may
be subj ect.

But | did sense in your question that
there was maybe a suggestion that there are obvious
regul atory differences between the way pipelines in
the United States are treated and the way that
1352

FHPL Arg.

(Lut es)
pi pelines in Canada are treated

I think that that is an observation
whi ch, for many years, has been a fair observati on,
except | would say that, with the noving forward
under Order 636 and what appears to be a sense in
the United States that full fixed/variable rate
designs may be the way to go, and hopefully an
enl i ghtened FERC seeing the light at the end of the
tunnel on rolled-in rates, regulation of the
pi pelines in the United States and Canada is
gradual ly evolving towards a very conmon basi s.

If one accepts that it is evolving
towards that end, the only remaining difference
that will exist is the high degree of conpetition
to which the U S. pipelines are exposed in their
donmestic markets, to which, of course, we would say
Foothills is also exposed.

MR. PRI DDLE: M. Lutes, on that
point, | thought |I heard you, early on, saying that
Nort hern Border had retained relationships with
connecting interstate pipelines, and | think that
that was intended to convey to us that that had
moderated its risk

I wonder if you could just go back over
t hat .
1353

FHPL Arg.

(Lut es)
MR. LUTES: M. Chairman, in the
original arrangenents that were put in place
starting north of the border, the underlying
security for Foothills cost of service was based on
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a series of assignments of the downstream sal es
agreenents.

If you took the United transaction, for
exanple, there was a Gas Sal es Agreenent between
Nort hwest Al asakan and United; and then noving
upstream there was a Sal es Agreenent between
Pan- Al berta and Northwest Al asakan.

What was assigned to Foothills and
then, upstream to Foothills' |lenders were the Gas
Purchase Agreements.

So that Foothills' |enders security, if
you will, were the take-and-pay provisions in those
Gas Purchase Agreenents assigned to them and held
by the banks.

On the south side of the border, United
was al so a shipper on Northern Border, as well as a
pur chaser.

| amstretching a bit, but | believe
that that was also true for Northern Natural and
Panhandl e; they were shippers on Northern Border.

When the restructuring of the gas sales

1354
FHPL Arg.
(Lut es)

arrangenments took place with United, Foothills in

effect -- because its only security was the gas

sal es arrangenents -- lost the original security

represented by United' s bal ance sheet.

However, Northern Border also had
United on a transportation agreenent. | am not
clear exactly how that was restructured, but
Northern Border did nanage to obtain residua
recourse to both United and Panhandl e, and
presumably wi Il have some recourse to Northern
Natural -- which Foothills did not enjoy because it
did not have transportation agreenents with those
entities. We only had the gas sal es arrangenents.

MR. PRI DDLE: That is a financial
recourse, rather than a market recourse, you are
suggesting, which Northern Border has or nmay have
with those three conpani es?

MR. LUTES: Yes. As | understand
it, they are no longer shippers on Northern Border
but stand behind the obligations of those who have
taken assignments of those transportation
contracts. So in that sense, it is a guarantee of
the performance of those transportation contracts.
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MR. PRI DDLE: One | ast point,
M. Lutes. Are you arguing that the reduced
1355

FHPL Arg.

(Lut es)
depreciation rate of Foothills, the 2 per cent
depreciation rate, is an element of risk -- |
presunme conpared to the previous arrangenments?

MR. LUTES: M. Chairman, there are
two aspects: the first aspect is that the | ower
depreciation rate affects the cashflow and results
in somewhat |less -- not significant, but sonmewhat
less -- financial flexibility.

Conceptually, in the perfect nodel, the
theory woul d be that if your depreciation rates are
| ower, you have therefore pushed out into the
future the recovery of your capital, and pushing
out into the future the recovery of capital exposes
you to nore future risks than would be present if
you recovered your capital earlier.

So, in the larger sense, there is an
increased risk from | ower depreciation rates.
However, | do not think that we view that as a
significant element of this whole case that we are
trying to nmake to you. But certainly, to the
extent that we have pushed out the recovery of
capital, it is a large risk.

MR. PRI DDLE: Do you see the 2 per
cent rate as being with Foothills for an indefinite
future?
1356

FHPL Arg.

(Lut es)
MR. LUTES: M. Chairman, as you
know, the existing depreciation rates are driven by
the requirenments of the banks, under the |oan
agreenents, for anortization of the |oan.

I think | can safely say that we would
hope that the renegotiation of the | oan agreenents,
extendi ng the basket clause, would involve a review
of the depreciation rates, which are presently
schedul ed to increase to 3 per cent on Novenber 1,

1996. | am absolutely certain that that would be a
topic on the agenda for negotiation with the
banks.

VWhet her Foothills will put forward a
proposal to continue the 2 per cent depreciation
rates indefinitely or not, | could not say. | do
not think anybody has addressed that at this
poi nt .
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MR. PRI DDLE: Very good. Thank you
M. Lutes.

MR. LUTES: Thank you, M. Priddle.
THE CHAI RMAN:  Thank you, M. Lutes.

M. Yates, | believe you are next.

1357
CAPP Arg.
(Yat es)
ARGUMENT ON BEHALF OF THE CANADI AN ASSCOCI ATI ON OF
PETROLEUM PRODUCERS
MR. YATES: Thank you
M. Chai rman
My notes have been given to the Court
Reporters, with a request that the evidentiary
references be incorporated into the record
| NTRODUCTI ON
This is a case about relativity. It is
a case about relativity of risk. The relativity
rel ates to di nensions of both time and space,
because the principal issues that face the Board
are these two:
1. VWhat is the relative risk of
Foothills in 1993, conmpared to what it
was when the pipeline was | ast before
the Board, in 1984 or 19867
2. What is the relative risk of
Foot hills conmpared to ot her Canadi an
pi pel i nes?
Rel ativity is the issue. Not any
theory of relativity (Dr. Waters' anecdote
notwi t hst andi ng), but judgnent of relativity. And
nmore inportantly, it is your judgnent of
relativity.
1358
CAPP Arg.
(Yat es)

You, the Board, have the very difficult
task of taking the dianetrically opposed opinions
of the witnesses for Foothills and for CAPP and the
APMC and then distilling your own assessnent.

M. Pierce, M. Cameron, M. Reid,
Ms. MLeod and Dr. Sherwin can and do opine on the
relative risk of Foothills, but they have no better
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basi s upon which to do so than do M. Macnhanar a,
M. Nettleton, Dr. Waters or M. MacMiurchy. The
opinions of all the witnesses are going to be

i nfluenced by their individual perspectives.

The opi ni ons, however, all depend upon
the facts. And it is therefore to the facts that
the Board nust | ook in reaching its decision in
this case, and it is to the facts that the Board
nmust | ook in determ ning whether to accept the
opi nions of the Foothills' w tnesses or the CAPP
and APMC wit nesses.

It is the subm ssion of CAPP that the
facts support the opinions of Dr. Waters and
M. Nettleton that the business risks of Foothills
have declined since 1984, and that Foothills now
faces the least risk of any tinme in its existence
(Witten Evidence of P. Nettleton, "Nettleton
Evi dence" Ex. C-1-5, p.2).

1359

CAPP Arg.

(Yat es)
The facts support the position taken by
Dr. Waters that Foothills' conmon equity ratio
should remain at 25 per cent and that its rate of
return on that conmon equity should be set in a
range of 10 1/2 to 11 1/2 per cent (Witten
Evi dence of WR Waters on Fair Rate of Return on
behal f of CAPP and APMC, "Waters Evi dence", Ex.
C-1-6, p. 1 and 2).

The facts do not support the
trepi dation expressed by the Foothills' witnesses;
nor, in ny submission to you, do they provide any
basis for an increase of 40 per cent in the
Foothills' commn equity ratio -- and here | am
referring, of course, to the requested increase
from 25 per cent to 35 per cent in the deened
common equity.

The facts do not support a return on
equity of 13, 12-5/8ths, or 12-1/2.

The position of the Association has not
been taken lightly, but only after consultation
wi th know edgeabl e consul tants and anongst its
menbers. CAPP, therefore, takes its positions in
this case, not fromthe perspective of an adversary
of Foothills, or an adversary of other pipelines,
but fromthe position of tollpayers on the

1360

CAPP Arg.

(Yat es)
Foothil I s* pipeline

The Associ ation recogni zes, as
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M. Macnamara, told you, that if the pipelines are
not healthy, it is the producers that are the first
to be inpacted (6T1130).

The nenbers of CAPP, as tollpayers, do
not want to jeopardize the financial integrity of
Foothills or cause tolls to increase (6T1113).

VWile the calumies of M. Pierce
becane a little tiresome (see eg. 2T289
4T640-641), at least M. Reid was prepared to
recogni ze that the producers have consistently been
supportive of Foothills (4T637; 4T640; 4T622).
Producers have been prepared to accept |esser
net backs from sal es through the Foothills' system
than through ot her pipelines, while Foothills
itself continued, year after year, to recover al
of its costs and to achieve its allowed rate of
return (7T1215L19).

We are in the new era of deregul ation
where it is absolutely critical that Al berta
natural gas have the ability to conpete effectively
in the evolving and increasingly conpetitive North
American natural gas market (Witten Evi dence of
APMC, Ex. C-24-4, p.2).
1361

CAPP Arg.

(Yat es)
In this environnent, it is even nore
i nportant today than ever before that pipeline
tolls be carefully scrutinized to ensure that they
be at the | owest possible level that conplies with
the "just and reasonabl e" standard, and that |evel
in the considered subm ssion of CAPP, woul d derive
fromthe retention of a 25 per cent common equity
ratio and fromthe setting of the return on equity
at a level no higher than 11 per cent.

Let's look at the facts that support
this position. Let's |look at those facts firstly
in the context of the relative risk of Foothills in
1993 and 1984. | call this the "that was then,
this is now' conparison.

"THAT WAS THEN, THI S I S NOW

We spent a lot of time in this hearing
tal ki ng about history. There was a reason for
that. The reason was that Foothills, in support of
its request for a 40 per cent increase inits
return on comon equity, took, and continues to
assert, the position that its business risk has
dramatically increased over tine.

That position, M. Chairnman and
Menbers, is sinmply not supported by the facts, as
becane clear as | discussed the history of
1362
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CAPP Arg.

(Yat es)
Foothills with the Business Ri sk and Policy Panel

The tenplate that | used for that
cross-exanm nation was the docunent that becane
Exhi bit C-1-13, which was the Pan-Al berta Gas
Overview of the Prebuild Project.

| suggest to you that Exhibit C1-13 is
a val uabl e docunent -- not only because it was
prepared by a major shipper on the Foothills'
system and not because it was prepared by a
conmpany of which M. Pierce is, and was, the
Chai rman, and of which M. Reid and M. Caneron are
former enpl oyees, but because it provides a clear
and concise precis of the events that Foothills
suggests have increased its risk and that CAPP
suggests have had the opposite effect.

The variation of business risk of
Foothills over time can be shown through a series
of snapshots. The first snapshot is 1977. |In July
of that year, the Board issued its Reasons for
Deci si on on Northern Pipelines that gave Foothills
t he go-ahead over the Arctic Gas Pipeline
consortium

In the hearing, Foothills had proposed
a 75/ 25 debt-equity ratio (NEB Reasons for Decision
Nort hern Pipelines, Volune 2, June 1977 ("Northern
1363

CAPP Arg.

(Yat es)
Pi pel i nes Decision), page 4-142 and 4-143; 4T704).

One of the reasons for proposing the
75/ 25 was to keep the tolls down and limt the
burden borne by shippers through the cost of equity
and associ ated incone tax (Northern Pipelines
Deci si on, page 4-143; 4T705).

The Board accepted the Foothills
proposal, believing that it reflected the probable
views of prospective |lenders that 25 per cent would
be required (Northern Piplelines Decision, page
4-143).

Contrary to the assertion of

Ms. MLeod (Prepared Evidence of MT. MLeod, June
1993, Exhibit B-4, pages 21-22), a bond rating of
Singl e-A was not then identified by the project
sponsors as a key building block for the project.

At least Foothills did not see it as inportant
enough to provide any evidence in that hearing
regardi ng the possibility of seeking a bond rating
or whether a bond rating mght be available to it
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(4T714- 15) .

I n Septenber of 1977, an agreenent was
entered into between Canada and the United States
on principles applicable to a northern natural gas
pi peline (Exhibit C 1-13, page 1; 2T250), and the
1364

CAPP Arg.

(Yat es)
President of the United States issued a decision
whi ch suggested that it would be beneficial to the
United States for Canada to authorize additiona
exports of Canadian gas in order to pernmt early
construction of the ANGTIS (See Exhibit C-1-13, page
1, 2T250-251).

The next snapshot is 1979. The Board
i ssued a decision on Foothills' tolls (NEB Reasons
for Decision In the Matter of Phase Il of a Public
Hearing Respecting Tariffs and Tolls to be Charged,
the Financing of the Pipeline, and O her Rel ated
Matters of Foothills Pipe Lines (Yukon) Ltd.,
Novenber 1979 ("1979 Decision").

In that Decision, the Board found that
Foot hills and TransCanada Pi peLi nes were of
conparabl e risk Prepared Evidence of MT. MLeod
("MLeod Evidence"), Exhibit B-4, page 14). The
physi cal supply and market risks of Foothills were
greater than TransCanada, but were substantially
of fset by the contenplated tariff provision. The
Board found that the Foothills Tariff reduced the
| evel of financial risk to less than that inherent
in the capital structure of TransCanada (1979
Deci si on, page 3-31), and the Board found that a
capital structure based on 75 per cent debt and 25

1365

CAPP Arg.

(Yat es)
per cent equity would approximte what it referred
to as an optimal capital structure for Foothills,

being -- to use the phrase used by the Board, and I
quote -- "one which will result in the | owest cost
of service to custoners” (1979 Deci sion, page
3-33).

The next snapshot is 1984, the |ast
time Foothills had an oral rates hearing.

Ms. MLeod was a witness. So were Dr.
Sherwin and Dr. Waters.

What had happened by then? Foothills
had been constructed, with the Western Leg
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comrenci ng service in 1981 (Nettl eton Evidence
Exhibit C 1-5, page 1). Wthin four nonths after
the formal comencenent of service on the Eastern
Leg, United Gas Pipeline had declared force ngjeure
and had asserted that it was relieved of its

m ni mum pur chase obligations under the Prebuild
(agreenents Exhibit C-1-13, page 16; 2T294).

A settlenment had to be negotiated, and
it involved dramatic reductions in the m ninmum
contract volumes, not only of United but of other
Prebuil d custonmers (See 4T721).

By Decenber 1983, when the Federa
Ener gy Regul atory Conmi ssi on approved the
1366

CAPP Arg.

(Yat es)
settlement (Exhibit C1-13, page 39) it was, in ny
subm ssi on, abundantly clear that the origina
prem se of Foothills, that it could rely on
significant pipeline conpanies to honour their
contracts and provide the financial support for the
Prebuild, was a prem se that was so badly flawed as
to be unreliable.

The | oad factor in 1982 had been 48 per
cent on the Eastern Leg and 66 per cent on the
Western Leg. It was worse by 1984, when it was 37
and 52, respectively (Nettleton Evidence, Exhibit
C-1-5, pages 11-12).

Ms. MLeod gave evidence in the 1984
proceeding that the decline in demand for natura
gas in the United States and the proven
unreliability of the tariff nmeant that Foothills
ri sk had increased since 1979 (4T718AR)

Dr. Waters in that case effectively
agreed. He recommended an increnment of 35 to 60
basi s points because of the uncertainty regarding
the long-termviability of the Foothills system
(NEB Reasons for Decision In the Matter of the
Application under Part |V of the National Energy
Board Act and Part 11 of the Northern Pipeline Act
(Toll Application) of Foothills Pipe Lines (Yukon)

1367

CAPP Arg.

(Yat es)
Ltd., Septenber 1984, (RH- 3-84 Decision) page 23).

In that hearing, Foothills made no
request to increase its conmon equity ratio from 25
per cent. Ms. MLeod expressed the view that
Foothills would not be financeable in 1984 at
75/ 25, but the Board was not asked to deal with the
capital structure issue
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The next snapshot is 1986. |In that
year, the Board decided to review Foothills rate of
return having regard to trends in interest and
inflation rates. Dr. Waters provi ded evidence in
whi ch he indicated that Foothills risks warranted
an increment of 100 basis points over the return
applicable for |ong-established gas pipelines
(Exhibit B-17).

This, in ny subm ssion, was not a
surprising conclusion, bearing in nmind what the
facts were in August of 1986 (7T1209).

In July of 1985, United once again
claimed force majeure (C-1-13, page 35), and it had
ceased purchasing its required mnimum Prebuild
vol ures.

Negoti ati ons were ongoi ng, and
Pan- Al berta was on the verge of initiating form
arbitrati on proceedi ngs agai nst United and
1368

CAPP Arg.

(Yat es)
Nort hwest Al asakan before the International Chanber
of Commerce Court of Arbitration (Exhibit C 1-13,
page 35).

The Interim Settl ement had not been
concl uded, and the |oad factor on the Eastern Leg
was 25 per cent (Nettleton Evidence, Exhibit C-1-5,
page 12).

Cut to 1993, the | ast snapshot:

-- Deregul ati on of natural gas nmarkets and
prices is a fact on both sides of the
border. Natural gas is being sold
conpetetively in markets throughout North
Aneri ca.

- - The United problem has been resolved, with
United exiting fromthe scene and being
replaced initially by NATGAS and, |ater
PAG- US.

-- Load factors are up dramatically on the
Eastern Leg, while the Western Leg throughput
has been sustained (Exhibit C 1-5, pages 11
and 12).

-- Unit costs of the Prebuild have decreased
significantly due to increased | oad factors,
reduced depreciation, and the switch to
flowthrough tax accounting (Nettleton

1369

CAPP Arg.

(Yat es)
Evi dence, Exhibit C-1-5, pages 9 and 10).
Northern Border's unit costs have al so
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dropped dramatically (Exhibit C1-5, page 13,
A27).

There are nore shippers on Foothills, a fact
that | essens the risk of both supply failure
and market failure (2T330).

The terns of the transportation contracts are
| onger (2T322-323; 3T527).

Shi ppers are in a position to access
significant short-terminterruptible spot
mar kets, as well as longer-termfirmservice
arrangenments in the United States.

Shi ppers have access to virtually every state
in the Lower 48 through exchanges off
Nort hern Border (4T562).

The Prebuild nmaintains the exenption from
Order 380 granted in 1984 -- and you will
recall that Order 380 had precluded mni nrum
purchase obligations by pipelines (2T292).

The Prebuild had been exenpted, in 1988, from
FERC Order 256, which precluded pass-through
of demand charges by other Canadi an pi pelines
(2T297-299).

Order 636-A has reaffirmed the U. S

1370

CAPP Arg.

(Yat es)
Governnment conmmitnments to the ANGIS (2T306).

Prebuil d contracts had been amended and were
approved by the ERA which nmade specific
reference to the uni queness of the Prebuild
as far as the ANGTS, and the commitnent of
Canadi an and U.S. Governments to the ANGIS
(2T299-302) .

Presi dent Reagan, in 1988, reaffirmed the
support of the United States for the special
regul atory treatnment of the Prebuild portion
of the ANGTS, including the nininmmrevenue
stream guarantees (Exhibit C-1-13 page 14 and
Appendi x H;, 2T314).

The basket clause has been extended three or
four tines (3T411) and its potential inpact
has been reduced through depreciation, but it
is not expected to be triggered (4T618-619).
The basket clause remains a safety valve that
Foothills has and other pipelines do not.

Foothills renegotiated its financing in 1990
and has since experienced reduced costs of
debt (1T133-134; B-14, page 3, No. 6). The
spreads are |ess.

And finally, Foothills has, in every year
since its inception, achieved its allowed

1371

CAPP Arg.

(Yat es)
rate of return (7T1215).

That, in nmy submission, gentlenen, is a
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crytal clear snapshot of a pipeline that is
heal t hi er now than it has ever been. The 1993
snapshot shows no risks loomng in the background,
as were clearly present in the 1984 and 1986
photos. In 1993, Foothills, like other Canadian
pi pelines, must conpete in the deregul ated

mar ket pl ace, but it faces the risks of conpetition
with the additional shields of governnment and
regul atory assurances that are unique to the
ANGTS.

Foothills seeks to make nuch of the
events that occurred between 1984 and now, arguing
that those events are evidence of increases in

risk.

While Foothills is to be comrended for
the efforts that it expended -- not alone, but in
conjunction with producers, shippers and
governments -- in the successful managenent of the

difficult changes fromregul ated to deregul ated
environments, those efforts, and that comendati on,
do not anpunt to increased risk. All pipelines
were struggling with the nove to deregul ation
t hroughout this tine frame, and no pipeline, other
1372

CAPP Arg.

(Yat es)
than Foothills, has a protective unbrella of United
St at es governnental and regul atory protection.

I think, M. Chairman and Menbers, it
is worth [ooking at sone of the wording -- as, in
my submission, it could hardly have been nore clear
in several instances.

(1) \When FERC issued Order 380, which
established a generic rule relating to the recovery
of variable costs through the m ni num commodity
bill provisions of pipeline tariffs, Pan-Alberta
and Foothills filed a joint application for
re-hearing, in which they sought reassurance in
respect of the tariff and contractual structure
whi ch supported the m ni mum revenue stream
establ i shed and guaranteed for the Prebuild Project
in 1980 (Exhibit C1-13, pages 17, 18; 2T291-292).

This Board wote to FERC, and this
Board said, and | quote:

"Order 380 could constitute a breach

of the U S. Governnent conmtnents upon

whi ch the National Energy Board and the

Canadi an Governnent relied in 1980."

(Exhibit C-1-13, page 19).

Order 380- A unequi vocal |y decl ared that
the rule was not intended to apply, and in fact did
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CAPP Arg.

(Yat es)

not apply, to the tariffs underpinning the Prebuild

proj ect.

I think it is useful to | ook at what

FERC said in Oder 380-A, and it was this:

that Foothills
regul ator?

256 restricted

"The ANGTS is a unique internationa
proj ect whose ultimate success has

al ways rested on a framework of nmutua
trust and cooperation between the
Governnents of the United States and
Canada. It is abundantly clear that
the assurances nmade by the Comni ssion

t he Congress, and the President
collectively conprise a commitnent to
protect the stream of revenue
under pi nni ng the financing of the
Canadi an segnment of the ANGTS, that the
Governnent of Canada relied on those
assurances, and that any subsequent
action that could adversely affect that
stream of revenue would constitute a
breach of faith in our nation's
relationship with Canada. Accordingly,
the Commi ssion confirms that Order No.

380 was not intended to, and does not
in fact, apply to the stream of the
1374

CAPP Arg.

(Yat es)
revenue defined in the orders issued by
the Commi ssion authorizing the
instruction and operation of the
"prebuilt' portions of the U S.

segnments of the ANGTS." (Exhibit
C-1-13, pages 20-21; 2T295).

What could be nore clear in show ng
is considered to be special by that

(2) In Decenber 1986, FERC s Opi ni on
the flow of Canadi an demand charges

in the rates of U S. pipelines. But again, on
re-hearing, FERC exenpted the Prebuild. And the
words it used were, and | quote:

"We do not in intend to depart from
previous orders of the Commi ssion
regardi ng the assurances for the
revenue stream of the ANGTS Prebuild
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Bot h 380- A and 256-A were confirmed on
review by the Court of Appeal for the District of
Colunbia Circuit (Exhibit C 1-13, pages 31-32;

Exhi bit C-1-13, page 21).

(3) The sane sort of wording is seen
in the consistent and repeated approvals of the ERA
1375

CAPP Arg.

(Yat es)
and FERC of amendments to the Prebuild contracts.
Those anendnents have taken place to bring the
Prebuild into the age of deregul ation (Exhibit
C- 1-13, page 26).

In 1984, the ERA approved contractua
amendnent s, extended the Prebuild inport
aut hori zation until COctober 31, 2002 on the Eastern
Leg and Cctober 31, 2001 on the Western Leg. And
it said that it, and | quote:
"...took into account the uni queness
of the Prebuild as part of the ANGTS,
and the conmitnents of the Canadi an and
U S. Governments to the ANGTS."
In 1987, the termof the sale on the
Western Leg was extended for 12 years, to 2012
Its approval, in June of 1988, by the NEB received
a strong letter of support fromthe California
Public Uilities Comm ssion (Exhibit C 1-13, page
33 and Appendix G). The extension was approved by
FERC and the ERA, and again the words are
noteworthy, and | quote:
"The requested extension of Northwest
Al asakan's inport arrangenments supports
the continuing conmtment of the U S

to the ANGTS..."
1376

CAPP Arg.

(Yates)
And agai n:
"Commitment to the ANGTS Project and
the relationship of the prebuild to the
ANGTS is evidenced by internationa
agreenments between the Governnents of
United States and Canada, U.S.

| egislation, the formal support of two
Presidents, and U S. regul atory

deci sions including FERC Order 380 et
seq. Moreover, ANGTA renmins |legally
bi nding and the Presidential finding of
Sept ember 12, 1988 reaffirned the
conmitment of the U S. Covernment to
the ANGTS and to the special regulatory
treatment of the prebuild.” (Exhibit
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C-1-13, page 34).

And in 1989, when the FERC approved
settl ement by which NATGAS replaced United, sone
nmore words arose, and again | quote:
"Until such tine that the United
States commitnments to the prebuild
portions of the ANGIS are deemned
sati sfied, any Comr ssion action that
jeopardi zes the current revenue stream
woul d violate Section 9(d) of the
1377

CAPP Arg.

(Yat es)

ANGTA. "

Again a quote:
"The investnent and financi ng made for
ANGTS is large and a | arge portion of
that investnent renmins yet to be
recovered."

And finally:
"At this time the supply and market
circunstances underlying the 1980
deci sion are substantially changed.

However, the international and
financial circunstances remain nearly
the sanme."” (Exhibit C-1-13, pages
40- 41) .

It is true, as the Foothills w tnesses
were fond of saying, that the FERC has not witten
a cheque to Foothills (2T249). It is equally true
that Foothills has continued to achieve conplete
cost recovery and its allowed return in an
envi ronment of an increasing | evel of assurances
from Canadi an and United States regulators and the
United States Governnent.

Foot hills has an advantage that it does
not share with any other Canadi an export pipeline.
The governnent and regul atory assurances have been
1378

CAPP Arg.

(Yat es)
tested repeatedly since 1984 and have been found to
be reliable. They have stood the test of tinme.

It is no small wonder, then, that
Foot hills cost of financing has declined in the
same tinmefrane.

Ms. MLeod said in 1984 -- and
referred to this earlier -- that, in her opinion
Foothills would not be financeable at 75/25

That opi ni on has proven to be wrong.
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Foot hills has not only achieved a | ower cost of
debt since 1984 (Exhibit B-14, page 3, No. 6;
1T129-134), it has succeeded in refinancing the
original facility in 1990 (1T133-34), it has
negotiated the ability to issue comrercial paper

it has financed $122 million expansion in 1992
(1T199ff), and it has utilized the creditworthiness
of the Foothills conpanies to borrow a | arge anmpunt
of funds for a tax shelter investnment (1T60-92).

A major tenet of Foothills' position in

this Hearing is that increased business risk |eads

to higher financing costs. The facts and evi dence

in this proceeding show that thesis to be proven

through its corollary; that is, that |ower business

ri sk should result, and has resulted, in | ower debt

costs.

1379

CAPP Arg.

(Yat es)
The evidence of M. Dooley is that the
spreads on Foothills' loans are smaller in 1993
than they were in 1982. The spreads becane | ess
when the | oans were renegotiated in 1990 (1T129).

The spreads are the banker's neasure of
ri sk. The higher the spread, the riskier the bank
percei ves the |l oan to be.

The fact that Foothills was able to
renegotiate its loans in 1990 and reduce the
spreads over tinme is, in nmy subnission, indicative
that the perception of the banks is that Foothills
has becone | ess risky.

The sanme phenonenon is observable in
respect to the commercial paper of Foothills. It
is M. Dooley's Evidence that the ability of a
corporation to i ssue comercial paper is an
indication that it is a stronger credit than a
corporation which cannot issue comercial paper
(1T131).

Foothills did not have the ability to
i ssue conmmercial paper until it negotiated that
provision with the banks. And in fact, it did not
actually access the commerci al paper market unti
1990 (Exhibit B-14, page 2, No. 2), after United
had been replaced as a Foothills custonmer by
1380

CAPP Arg.

(Yat es)
PAG US. The renegotiation in 1990 resulted in
| ower rates for bankers acceptances (1T130).

It is also in this context that the
1992 loan to invest in a tax shelter should be
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viewed. Foothills tells you that the loan is a
non-utility item (1T62), that it was nade on the
credit of the debentures issued by the Joint

Expl oration Conpany, and that it is not relevant to
this issue or to the tax drawdown i ssue.

The fact is, however, that Foothills is
a utility. The Foothills group of companies has a
rather bizarre capital structure which canme about
for specific reasons, but the Foothills assets are

utility assets. The fact is that a $150 nillion
| oan was achi eved by the Foothills group of
conpani es.

In the subnission of CAPP, when all the
expl anations and obfuscati ons are swept aside, what
is left is the revelation of easy access by the
Foothills group of conpanies to a significant |eve
of funds. The fact that Foothills can do this kind
of deal suggests that its concerns about the
financeability and the refinanceability of its
pi pel i ne assets anobunt to nothing nore than
crocodil e tears.

1381

CAPP Arg.

(Yat es)
The summary on the "that was then, this
is now' issue, M. Chairman, is sinply this:
Foothills may tell you that, in their opinion
their business risk has increased. The facts tell
you that it has not. The facts tell you that in
1993, Foothills -- which M. Pierce described as
"termnally ill" in 1983 (3T410) -- in 1993
Foothills is full, has longer-termcontracts than
it had before, has lower tolls, is nore
conpetitive, and can borrow noney at |ower costs
than it could before.

The governnent and regul atory
assurances have been tested and proven. These are
hal cyon days for Foothills. They are not days
fraught with greater risk but, quite the contrary,
are the days of the least risk ever.

"THAT IS THEM THI S IS US".

The second issue of relativity relates
to the risk of Foothills by conparison to other
pi peline conpanies. | call this the "that is them
this is us" conparison.

Foothills would have the Board concl ude
that its relative risk is conparable to Westcoast
whi ch, not coincidentally, has a 35 per cent conmon
equity ratio. (See eg. 6T1015ff.)
1382

CAPP Arg.

(Yat es)
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The views expressed by the w tnesses
for CAPP and the APMC are, not surprisingly, not
the same as those of Dr. Sherwin and Ms. MLeod on
this issue. M. Nettleton testified that the
busi ness risk of Foothills is |less than
TransCanada, ANG NOVA or Westcoast, (Nettleton
Evi dence, Exhibit C-1-5, page 13; 7T1235-1239) and
Il ess than virtually any other pipeline subject to
regul ation by the National Energy Board.

Dr. Waters provided a | engthy
dissertation -- in response to you, M. Priddle --
on the conparative situations of TransCanada and
Foothills in the context of both capital structure
and return on equity.

I will return to that topic in a few
monents. Right now!| would Iike to conmpare
Foothills to Trans Quebec & Maritinmes Pipeline
which is the only other pipeline regulated by the
Nati onal Energy Board that presently has a deened
common equity of 25 per cent.

I do this, M. Chairman and Menbers,
because the simlarities of the two pipelines are
quite remarkabl e:
- - Bot h pipelines started their |ives as what
M. Nettleton calls nandated pipelines,
1383

CAPP Arg.

(Yat es)
meani ng that they were supported by the
governnments of the day.

I have already tal ked about the United

St ates and Canadi an governnents' support for
Foothills. It is equally clear, fromthe
decisions of this Board on TQWV that that
pi peline was al so a creature of government
policy. (See eg. National Energy Board
Reasons for Decision TransCanada Pi peli nes
Limted Application dated 14 July 1986 for
new tolls effective 1 January 1987, RH 3-86
May 1987 ("RH 3-86 Decision"), page 56).

-- Bot h pi pelines are sponsored by other
pi pelines. NOVA and Westcoast are the
sharehol ders of Foothills. NOVA and TCPL are
the sponsors of TQW (5T890-892.) In each
case, the sponsoring conpani es enjoy the
fruits of so-called double |everage.
(5T904-907.)

- - Bot h pi pelines have received regul atory
protection of their tariff structure in
reliance upon governnmental assurances.
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Again, | have already tal ked about FERC Order
380 and Opinion 256 in the context of
Foothills. The conparative situation for TQM
1384

CAPP Arg.

(Yat es)
is in the RH 3-86 Decision of this Board,
when the Board rejected producer proposals
that the rolling of the TQM cost of service
into the TCPL revenue requirenment should
cease.

The Board provided specific recognition
in that decision that the rolling-in of TQM s
tolls was, and | quote:
"... Established in the light of past
econom ¢, political and investnent
deci sions nmade to achieve objectives
which at the tinme were developed in the
public interest of the country."”
(RH 3-86 Deci sion, page 56)
TQM s tolls are rolled-in to the tolls of
TransCanada and are recovered from all
shi ppers on the TransCanada system In the
case of Foothills, alnpst 50 per cent of its
cost of service is in Zone 6 (Exhibit A-12);
and since July 1989, the only shipper on Zone
6 has been NOVA, and Zone 6 tolls are
rolled-in to the NOVA cost of service and are
paid by all of NOVA' s shippers (3T375-380).

In the view of Ms. MlLeod, this
rolling-in of costs of one pipeline into the
1385

CAPP Arg.

(Yat es)

tolls of another effectively equates the

busi ness risk of the two. And this neans
that, in Ms. MLeod s view, TQOM has the same
risk as TransCanada (Exhibit B-5, item 49).
It also nmeans that Foothills has the sane
risk as NOVA, at least in respect of the
portion of the Foothills cost of service that
is rolled-in to the NOVA cost of service and
at least for so long as the assignnent to
NOVA of Pan-Al berta's transportation
contracts in Zone 6 continues (5T783-785).

Both TOM (5T779) and Foothills (Northern

Pi pel i nes Deci sion, page 4-143) started their
lives with requests for approval of a 75/25
debt-equity structure. Both have been able
to finance their operations since they canme
onstreamin the early 1980s, TOMwi th

| ong-term bonds sold in the public markets
with a BBB bond rating, while Foothills has
chosen not to go to the public markets.

I ncreases in the comopn equity conponent of
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the capital structure of both Foothills and
TOM woul d increase the tolls of the
pi pelines. M. Reid candidly acknow edged
that fact in this case (4T620). In the
1386

CAPP Arg.

(Yat es)
RH 2-88 Decision of this Board in respect to
TQOM one of the reasons cited by the Board
for declining to increase TQM s deenmed comon
equity from25 to 30 per cent was the fact
that the Board had not been persuaded that
such an increase would be cost-effective from
the perspective of the toll payer (NEB Reasons
for Decision Trans Quebec & Maritines
Pipeline Inc., RH 2-88, Decenber 1988, Tolls
("RH-2-88 Decision"), pages 7-9).

- - Shi ppers on Foothills have access to all 48
states in the United States, through
exchanges (4T562), but Foothills suggests
that it is riskier because it is solely an
export pipeline (3T373; 3T547).

There is an interesting conparison to

be nade to TQM here. TQM serves the Quebec

mar ket, which is acknow edged to be "very
risky" (5T778). TQM does not serve the U. S.

mar ket. But neverthel ess, TQM has been
significantly affected by the U S. narket.

As explained by Dr. Waters, difficulties of
exporting electrical power generated in

Quebec operated to stifle expansion and

devel oprment of the TQM market (7T1166-1167).

1387

CAPP Arg.

(Yat es)
In ny subm ssion, there are severa
problens with the assertion by Foothills that it
has greater risk because it is solely an export

pi pel i ne.

Firstly, | raise the question as to
whet her Foothills really is only an export
pipeline -- and | raise that question in the

context of the evidence that is on this record in
respect to circunstances in Zone 6 and Zone 9.

Foothills delivers nore gas at the end
of Zone 6 than is possible to deliver into Zone 9.
Foothills responds to APMC/ CAPP IR 29.18 (Exhibit
B-4, item 29.18) states that NOVA's contract vol une
on Zone 6 was 2075 mllion cubic feet a day in
1992. NOVA is the sole shipper on Zone 6.

And in response to APMC/ CAPP IR 48.1,
Foothills states that Zone 6 capacity is 2075
mllion cubic feet a day, while the Zone 9 capacity
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is only 1480 mllion cubic feet a day (Exhibit B-4,
item 48).

What happened to the rest?

The difference -- which anpunts to
about 29 per cent of NOVA's total contract in Zone
6 -- would not appear to have anywhere to go but
into the TCPL system |If that is so, then Foothills
1388
CAPP Arg.
(Yat es)

is not an export-only pipeline (See Exhibit B-9,
Response to NEB Request No. 89, page 89-3).

VWen M. Pierce says "we would sure
| ove to have sone of TransCanada's Canadi an narket"
(4T580-581), these nunbers nmake one wonder whet her
he i s being somewhat disingenuous? On the nunbers
in the evidence of this record, Foothills would
appear to be shipping gas that does go into the
TransCanada system

But even if these nunbers are wong and
Foothills is in fact entirely an export pipeline,
so what? It has the potential to serve a wi de
diversity of nmarkets in the United States. It
reaches nore markets than TransCanada, or ANG, or
West coast (4T562).

U S. demand is recovering. It is up to
21 trillion cubic feet estimated for 1995, and that
is up from16 1/2 in 1986, and it is expected to
grow nore (7T1301; 4T565).

It is the position of CAPP that market
risk is reduced with increased diversification of
markets. And with the advent of the Free Trade
Agreement, there should be |less and | ess difference
bet ween Canadi an and American markets, until they
are el i m nated.
1389

CAPP Arg.

(Yat es)
In this connection, Foothills did a |ot
of arm waving about the difficulities that it wll
now encounter fromstate public utilities
comm ssions (See, e.g., 3T459).

As | believe you coomented, M. Illing,
that is a risk that has not changed, and it is a
risk that affects all pipelines. State regulatory
agenci es have been required to approve prices of
gas sold in their jurisdictions since Foothills
started.

The same is true of provincial
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regul atory agencies in Canada, such as the Ontario
Energy Board and the Regie du gaz in Quebec.

Der egul ati on has not increased the risk
associated with state regulatory approvals; it has
sinply reduced the nunber of |evels of regulation
whi ch, in the subm ssion of CAPP, reduces overal
risk.

This concept of risk is one that shoul d
be reflected upon. How rmuch risk is there and
nmore inportantly, who bears it?

The Foothills throughputs have been as
| ow as 25 per cent on the Eastern Leg and as high
as 100 per cent on the Western Leg. Market prices
have gone through a conplete cycle since Foothills
1390

CAPP Arg.

(Yat es)
went into operation.

The volatility of these dramatic
changes in the market has not inpacted on Foothills
earnings. It has a cost of service. It has always
achieved its allowed return on equity.

So who has borne the risk? The answer
is: Not Foothills, but the buyers and sellers of
gas.

What ever the risks of an export narket
may be, they are not borne by the pipeline
What ever those risks m ght have been, CAPP subnits
that they have dim ni shed through the advent of
mar ket - based pricing, the opening up of
transportation capacity in the United States, the
Free Trade Agreenent, and the reduction of
transportati on costs.

I will not spend nmuch time on the
Tariff issue or conparing the Foothills cost of
service tariff to that of TransCanada. The Board
dealt with that issue in depth in 1979, when it
concluded that the Tariff that was then proposed by
Foot hills woul d cause sharehol der earnings to be
nmor e i ndependent of the | evel of debt
capitalization than was the case with TransCanada
or ot her Canadi an gas pipelines having a tariff

1391

CAPP Arg.

(Yat es)
structure like that of TransCanada (1979 Deci sion
pages 3-30, 3-31), and that was because the Tariff
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provides only for the potential abatenent of
charges related to the return on and of equity.

The charges incorporated in the Tariff
relating to a return on and of debt capital would
not be subject to any abatenent, even in the event
of service interruptions.

It appears fromthe evidence of M.
Pal mer that the relative Tariff situation is the
sane today as it was then. Foothills has a cost of
service Tariff. It has always recovered its costs
(3T368ff).

I found it mldly anusing, this
nmorning, to hear M. Lutes provide you with a bunch
of evidence about TransCanada whi ch was not
evi dence that had been put on the record by any
wi tness. What was anusing was that after having
made these conments to you, he said "there is no
evi dence on this record that TransCanada has ever
had an abat enent”

In ny subm ssion to you, there is no
evi dence to support M. Lutes' coments in respect
to TransCanada, other than M. Lutes' own
assertions -- which are, as we know, not evidence.
1392

CAPP Arg.

(Yat es)

As M. Pierce mght say: "He should know better
than that."

Al'l of these circunstances that | have
been relating to you suggest that the nbst apposite
i nter-pipeline conparison would be between TQM and
Foothills. The business risks of each are simlar
and warrant a 25 per cent common equity ratio.

It is appropriate, in this context, to
consider the relationship between business risk and
common equity ratio and rate of return on comon
equity.

Dr. Sherwin argues, in his
characteristically vociferous fashion, that
business risk is conpletely deterninative of comon
equity ratio.

Dr. Waters -- in a lengthy discussion
with you, M. Priddle -- reiterated the position
that he has taken in various cases, that return on
equity and commpn equity ratio are inextricably
interlinked, and that they nust be considered
toget her (7T974).

We nust remenber that business risk is
sonmetimes referred to as the "physical, econonic

file///Cdrew/docsRH193v08.htm

2/14/00 12:43 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-1-93-Vaume 8 file/l/CY/drew/docsRH193v08 htm

24 | political, conpetitive and regulatory risk to which

25 | the inconme-earning potential of the business assets
| 1393
| CAPP Arg.
| (Yat es)

1 | is exposed". The financial risk simply relates to

2 | the way in which the assets of a corporation are

3 | fi nanced.
I

4 | This, too, is an issue of relativity in

5 | the determ nation of investnent risk. The |ower

6 | t he business risk, the higher the financial risk

7 | can be in order to create investnment risk that is

8 | acceptable to investors.
I

9 | Dr. Waters' position is that he has

10 | essentially equated the risks of Foothills and

11 | TransCanada t hrough his recommendations relating to

12 | capital structure and return on equity. The 25 per

13 | cent common equity ratio and 11 per cent rate of

14 | return reconmendation for Foothills equates to

15 | 10-5/8ths on 28.
I

16 | This is consistent with the return on

17 | common equity Dr. Waters woul d have recomrended

18 | today for TransCanada if he were to have utilized a

19 | common equity ratio of 28 per cent for TransCanada

20 | as being the lower end of his range in his nost

21 | recent TransCanada appearance (7T1281).
|

22 | Dr. Waters recomends, and the Board

23 | shoul d accept, that in the case of Foothills, the

24 | appropriate course of action is to provide 25 to 50

25 | addi ti onal basis points in the rate of return,
| 1394
| CAPP Arg.
| (Yat es)

1 | rather than increase the common equity ratio,

2 | because the latter alternative is significantly

3 | nore expensive to toll payers.
I

4 | This issue of cost to tollpayers is

5 | very relevant to the "that is them this is us"

6 | conparison. On this subject, Foothills has been

7 | dramatically inconsistent.
I

8 | M. Reid says that Foothills suffers in

9 | the conpetitive marketplace from being the nost

10 | expensi ve transm ssion system (3T404; 3T407

11 | 3T410).
I

12 | M. Caneron says that it is critica

13 | for Foothills to get its tolls down (3T405).
I

14 | In recent years, Foothills' tolls have

15 | been reduced (4T623) through reduction of the

16 | depreciation rate and the adoption of flow hrough
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income tax. But in this case, Foothills seeks to
raise its comon equity ratio from25 to 35 per
cent; or effectively, nore than 40 per cent.

M. Reid says he wishes to do this in
order to be put into the same position as other
pi pelines -- presunmably meani ng Westcoast, since it
has a 35 per cent common equity ratio (3T620ff).

Ms. MLeod acknow edges, as did
M. Reid, that the increase in common equity woul d
1395

CAPP Arg.

(Yat es)
increase the tolls. Both fall back on M. Reid's
response that this increase would result in what he
descri bed as a "bal ance" (4T620).

The fact, M. Chairman and Menbers, is
that an increase in the comopn equity ratio runs
directly counter to all the steps that have been
taken to reduce Foothills' tolls. The increase in
common equity ratio, including the tax effect, may
not put the tolls at the same high I evel as they
were before the changes were nade to the
depreciation rate and the tax accounting nethod
(4T623), but it would neverthel ess reduce the
conpetitiveness of Foothills in markets which it is
seeking to serve.

When you consider that Foothills has no
present need for additional deenmed common equity
for financing purposes, the requested increase
makes absol utely no sense at all

This, again, is an issue of
relativity. Foothills is a relatively expensive
transporter of natural gas. Foothills has been
becoming relatively nore conpetitive through the
reduction of its tolls by | ower depreciation rates,
changing to flowthrough tax, and increased |oad
factors. To raise the comon equity ratio would
1396

CAPP Arg.

(Yat es)
maeke Foothills relatively nore expensive and
relatively less conpetitive at a tinme when relative
conpetitiveness is critical to access to
deregul at ed natural gas markets.

It was in this vein of relativity that
| listened with sone interest to M. Lutes
coment s about Northern Border, and to your
di scussion, M. Priddle, with M. Lutes after his
argument was conpl et ed.

In ny submi ssion to you, the Northern
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Bor der conpari son, upon which Foothills seeks to
rely, is a specious one

The Board has in the past rejected the
concept of conparative returns on equity and
capital structures. It did so -- as | renenber too
well -- when it confirmed, | believe in 1988, that
it would not consider the regulatory treatment by
FERC of the Great Lakes Gas Transmission tolls in
consi deri ng whether TransCanada's tolls, which
i ncluded Great Lakes tolls as Transni ssion by
Ot hers, were just and reasonable for TransCanada's
tol | payers.

And the Decision in that case shows
that the Great Lakes actual return on equity in
those years reached al nost 40 per cent.
1397

CAPP Arg.

(Yat es)
The bottomine on this "that is them
this is us" issue is, in nmy subni ssion, that
Foothills is npst conparable to TQVM which has a 25
per cent conmon equity ratio and which has
successfully raised funds in the markets.

Even if the Board believes that
Foothills is nore conparable to TransCanada,
Dr. Waters has provided you with a way to ninimze
Foothills'" tolls, and that is by keeping the comon
equity ratio at 25 and giving Foothills sonething
extra in its return on equity.
FI NANCEABI LI TY

I will turn now to the issue of
financeability.

It is the subnission of CAPP that
Foot hills does not need to raise its comopn equity
ratio to ensure financeability. Even if it could
be argued that, on a generic basis, nobre conmon
equity is justified, that position is definitely
not justified now

Let's turn to the facts again.
Foothills requested a 75/25 debt-equity ratio in
1977. It has managed to raise funds on the basis
of that capital structure. |In 1990, it managed to
renegotiate its |oans at better spreads than before
1398

CAPP Arg.

(Yat es)
under that capital structure.

I remnd the Board that Foothills did
not want to have this hearing. It strenuously and
voci ferously objected to having a hearing, and is
only here because the Board directed it to file an
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application.

Foothills was content with 25 per
cent -- and it was nore than content: it struggled
to retain the 12 1/2 or 25 that was put in place by
the settlement late |ast year. Yet, when the
Application was filed on May 28, 1993, we suddenly
had a request for a 40 per cent increase in capita
structure.

Now we must ask: Why? Does Foothills
think of these hearings as sone sort of | abour
arbitration where you ask high in hopes of get
somet hing | ess than what you ask for but sonething
nore than what you've got?

| asked M. Dool ey about this, and what
he told ne was that at the time of the settlenent
at 12-1/2 on 25, late last year, he did not even
contenpl ate whether an "A" rating was required for
financing. When specifically asked why Foothills
did not apply for 13 on 35 until after the Board
had directed that it file an application

1399
CAPP Arg.
(Yat es)
M . Dool ey said, and | quote:
"We determned that this was not the
appropriate year in which to make that
application, and that we were prepared
to wait until a later date to do that,
gi ven the nunber of things that were
before us at that tinme." (1T39)
He acknow edged that negotiations with
respect to the banks woul d probably not start this
year, and said that establishnment of an "A" rating
"well prior to Novenber 1997" -- and | quote his
phrase -- "could nmean as early as the next year or
so" (1T35) or as |late as Novenber 1995.
These are exceptionally vague words
from which only one conclusion can be drawn, and
that conclusion is that Foothills does not need an
increase in its conmon equity now.
M. Reid suggested that it was
desirable to get an "A" rating now so that
Foothills could establish a "track record" before
it actually had to refinance its |oans (4T633).
asked Ms. MLeod about that later. She did not
appear to agree. She said that a conpany going to
the market for the first tinme would not have a
track record and that what would be necessary was
1400
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CAPP Arg.

(Yat es)
education of the marketplace (5T770ff). Education
does not require an "A", but education can get you
an "A".

The topic of financeability, by
necessity, involves the issue of interest
coverages. Ms. MlLeod cites the guidelines of the
Canadi an Bond Rating Service and the Doni ni on Bond
Rating Service for an "A" rating, and says that
pre-tax interest coverages of 2 times and 40 per
cent common equity are required to achieve an "A"
rating. She acknow edges, however, that the
gui delines are just that -- they are guidelines --
and are subject to deviation in particular cases
(4T746-747).

M. Lutes has suggested certain
criticisnms of Dr. WAaters under the thene "Do as |
say, not as | do".

| have to admit that the thene is a
catchy one -- not when applied to Dr. Waters but
when applied to the bond rating agencies.

The gui delines say 2 tines and 40 per
cent common equity. The actuality is significantly
| ess.

We have the Al berta Gas Transm ssi on
Di vision of NOVA at 1.92 in 1992, and NOVA
1401

CAPP Arg.

(Yat es)
maintains its "A" rating. W have the AGID at 1.83
in 1993 which the Public Uilities Board of Al berta
says in its decision we will keep it at an A(m d)
(Al berta Public Uilities Board Decision E93060,
p.71) level.

We have Westcoast recently upgraded to
"A" by both CBRS and DBRS, with 1992 interest
coverages of 1.55 and actual conmon equity of |ess
than 21 per cent (4T747ff; Ex. C- 1-16).

Then we have Foothills, in 1987,
getting a provisional A(low) debt rating fromthe
DBRS when its capital structure was 25 per cent
(McLeod Evidence, Ex. B-4, p. 24).

In this context, it should not be
forgotten that the common equity of Foothills is
not limted to the 25 per cent that is deened. It
al so includes the incentive rate of return.

The historical result has been that the
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common equity has reached |l evels significantly
hi gher than 25, as high as 29. It has never gone
bel ow 25.

The only point | am making here is that
the actual strength of Foothills, the actua
financial strength of Foothills, is greater than
woul d result froma deened common equity ratio of
1402

CAPP Arg.

(Yat es)
25 per cent al one.

We do not know if Foothills could get
an "A" rating at 12 on 25. M. Dooley did not care
to contenpl ate that |ast Decenber (1T39).

We do not know whet her Foothills could
get an "A" rating at 11 on 25. W do not know
whet her Foothills needs an "A" rating in order to
finance its pipeline. TQMdid not (5T777-780).

We do know that Foothills has not gone
to the public market to see whether it could get an
"A" rating or could sell bonds with | ess than an
"A" rating, as TQM has done

In this context, | was interested to
hear M. Lutes pose a question to Dr. Waters on the
|l ast day of the evidence, in which he suggested or
inmplied that Foothills had sought access to the
public debt markets as late as the sumer of 1992
and had failed (7T1213).

I could not find any evidence on the
record that Foothills had sought to go to the
public markets in 1992.

M. Reid was asked when Foothills had
| ast had advice fromits financial advisors that it
could not raise funds in the public markets. He
undertook to advise the Board in that regard, and
1403

CAPP Arg.

(Yat es)
t he subsequent response (5T769ff) sinply confirned
that Foothills had attenpted, on nobre than one
occasion, to access public debt markets but in each
i nstance was advi sed that "they could not be sold"
(Ex. B-14, p. 5, No. 14).

Ms. MlLeod, Foothills financial
advi sor, indicated that she could not remenber when
Foothills last considered going to the public
mar kets. She said that there had been sone work
done on gearing up for a Foothills offering
i medi ately before she arrived at ScotiaMLeod
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which was in the winter of 1990, but none since (5T
774-775).

So the Foothills financial advisors
have not done any work on a public transaction in
the last 2 1/2 years.

| raise this, M. Chairman and Menbers,
sinply as further evidence that, in Foothills'
view, it does not need access to public nmarkets
now. CAPP agrees.
| NCOVE TAXES

The subj ect of incone taxes received a
ot of air time in this proceeding

The drawdown of deferred taxes was a
specific issue, and the 1992 tax shelter investnent

1404
CAPP Arg.
(Yat es)
of Foothills was discussed at |ength.
Foothills resisted providing
i nformati on about deferred taxes until it was
directed to do so by the Board (See Ex. A-10).
It becanme clear, during
cross-exam nation, that a drawdown of the deferred
tax bal ance, which elinminated taxes fromthe
revenue requirement of Foothills would reduce the
desirability to Foothills of the investnent in the
Joi nt Exploration Conpany that Foothills made in
order to shelter its shareholders fromtax
liability.
In 1992, Foothills collected $8.2
mllion fromits shippers for incone taxes payable
under the flowthrough nmethod of incone tax
determ nation (Ex. B-1, Volume 1 Application, Tab
1, page 1-2). It appears that only a small
portion, if any, of those taxes were actually paid
by Foothills to the Governnent, in respect of 1992
Through the tax shelter, this noney
found its way to the sharehol ders of Foothills,
whi ch effectively increases their return on
equity.
In 1993, Foothills is forecasting
incone taxes for inclusion in the cost of service
1405
CAPP Arg.
(Yat es)
of $8.6 mllion (Ex. B-1, Volune 1 Application, Tab
1, page 1-32). It is also the evidence in this
proceeding that nore than $100 nillion of renounced

resource tax expense renmins available to reduce
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taxabl e incone in 1993 and thereafter (Ex. B-9,
Item 56, Note 9).

CAPP is concerned that this Foothills
investnent is a start down the slippery slope to
the quagnmire of the utility/non-utility debates
that have characterized the hearings of other
pi pelines before this Board.

The Association is also concerned about
the concept that taxes can be collected from
tol | payers but sheltered by the sharehol ders of the
pi pel i ne.

In this era of increased pipeline
conmpetition and concern about transportation costs,
it would, in the view of the Association, be better
if regulated utilities were required to take al
reasonabl e and prudent steps to mnimze the tax
expense to the toll payers, rather than to the
pi pel i ne sharehol ders.

Notwi t hstanding all this, CAPP does not
recommend that the drawdown of deferred taxes on
Foothills commence in 1993. As indicated in the
1406

CAPP Arg.

(Yat es)

CAPP Evi dence, the Association is concerned about
the minimzation of financing inpacts of any
drawdown and of the response of Foothills' |enders
to a drawdown financing proposal. CAPP, therefore
reiterates the request contained in its Evidence
that the Board direct that Foothills analyze the
financing inpacts of a deferred tax drawdown,
prepare a drawdown fi nanci ng proposal, and present
that proposal to the Board and its |enders (CAPP
Evi dence, Ex. C-1-5, p. 5).
CAN- AM EXPENSES

It is difficult to deal with operating
and mai nt enance costs. Perhaps the Board shoul d
look at this, too, as a relativity issue, and
encour age conpari sons between pipelines.

The Board should certainly require ful
and detailed disclosure of costs that are
incurred. There is one matter of "costs" that CAPP
wi shes to speak to, and it is the $765, 000 of
CAN- AM expenses.

It appeared fromthe cross-exam nation
conduct ed by counsel for the APMC that Foothills
has been recovering a return on the CAN-AM expenses
since 1985 (Ex. C-24-8). |In these circunstances,
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it is nore than a little puzzling that M. Caneron
1407

CAPP Arg.

(Yat es)
woul d, in his evidence, seek to have these costs
included in rate base (Prepared Evidence of T.L
Caneron, ("Caneron Evidence"), Ex. B-4, p. 2-11 -
2-12).

In order to recover the CAN-AM costs or
any return on them Foothills should be required to
di scharge an onus of show ng that the expenditures
were in respect to matters that are used and usef ul
in providing service.

The vague responses provided by the
Foothills' witnesses in cross-exanination are, in
the subni ssion of CAPP, not conpletely satisfactory
in this regard (1T44ff; 2T460ff).

Havi ng consi dered the evi dence, CAPP
takes the position that certain of the applied-for
costs should not be included in rate base as they
have not added in any way to the value of the
current facilities configuration. Expenses
relating to the conparison of conpeting projects
are exanpl es.

Costs such as those related to
engi neeri ng design could, however, be considered as
addi ng value and therefore be justified.

CAPP woul d, on this topic, only |eave
the Board with the request that the Board exam ne
1408

CAPP Arg.

(Yat es)
this evidence carefully before deciding what costs,
i f any, can be included.
Perspective on Costs of Capital
I would like to speak now for a few
monment s about cost of capital and | ook at the
perspective on the costs of capital

This proceeding is being held at a tine
when interest rates and costs of capital generally
have fallen to | evel s not experienced since the
1970s.

Short-termrates, as represented by the
Canadi an chartered banks' lending rate to prine
quality borrowers, are currently at 5-3/4 per cent;
one bank is at 6. That is a 28-year |ow
Long-termrates, as neasured by the Bank of
Canada "10-years and over Government of Canada
series" are at 7.4 per cent as of August 25th.
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It is necessary to go all the way back
to 1973 to find a | ower rate.

The yield prevailing on August 27th for
U.S. 30-year treasury bonds was 6.13 per cent, the
the I owest |evel since auctions of such bonds were
initiated in 1977.

Interimtolls were established for
Foothills in 1992. The NEB held a hearing for TQM
1409

CAPP Arg.

(Yat es)
in December of 1992. It is noteworthy that
subsequent to that tine, interest rates have fallen
substantially across the board. The details are
provided in Dr. Waters' update to the Table which
appears at page 5 of his Evidence (Exh.C 1-6). |
will not look at that in detail, but | would |ike
to highlight three of the entries.

First, the chartered banks' prine rate
was at 7.75 per cent. It is now at 5.75 per cent,
down 200 basis points.

Second, the Bank of Canada "10-years
and over Covernnment of Canada series" yield has
declined by 127 basis points, to the current |evel
of 7.4 per cent that | nentioned a few nonents
ago.

And third, the yield on U S. Governnent
30-year treasury bonds has fallen from7.42 to
6.13, a decline of 119 basis points.

Nor are these observed declines likely
to have taken costs of capital for Canadian
corporations to their ultimate lows. Dr. Waters'
anal ysis of current and prospective econonic
conditions, both globally and for Canada, indicates
that economic prospects are anything but bright.
And even if deficit cutting by governnent becones

1410

CAPP Arg.

(Yat es)
the rule, the result will, at least in Dr. Waters'
view, be a further reduction in interest rates and
cost of equity capital

That was in a discussion which he had
with you, M. Priddle (7T1245-47).

Now, this is the econonic and financia
mar ket s backdrop agai nst whi ch eval uati ons shoul d
occur of the recomendations of Dr. Waters on
behal f of CAPP and the APMC and of the
recomrendati ons of Ms. MLeod and Dr. Sherw n and
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Ms. McShane for Foothills.

Let's look for a nmonent at those
reconmmendat i ons.

Dr. Waters recomrended that Foothills
be awarded a rate of return on equity within the
range of 10-1/2 to 11-1/2 per cent, on a deened
equity rate of 25 per cent.

That recomendati on becane 10-1/2 to 11
in light of Dr. Waters' opening conments indicating
a range of 7-3/4 to 8 for Long Canadas for 1993
instead of the 7-3/4 to 8-1/4 which he had used in
his original Evidence.

Dr. Waters' recommended range was based
on his application of the Equity Ri sk Prem um
nmet hodol ogy, and it incorporated three paraneters:
1411

CAPP Arg.

(Yat es)
The first was the range for the Governnent of
Canada | ong-term bond yield; second, was an equity
risk premumof 2-1/2 to 2-3/4 per cent for
Foothills, that risk prem um being the sum of a
prem um of 2-1/4 per cent for lowest-risk utilities
plus 25 to 50 basis points to conpensate for any
incremental investnent risks that m ght be
perceived by investors as applicable to Foothills;
and third, a cushion of 25 to 50 basis points to
ensure that under all but the npst extrene
circunstances, Foothills' rate of return wll
exceed the investors' required rate of return
t hroughout the Test Year.

As | indicated a nmonent ago, with
respect to the first item Dr. Waters indicated, in
his updating statenent, that a range of 7-3/4 to 8
is realistic for all of 1993, given the |level of
yields to date and their current |evel

The second item (which is to say the
risk premun) is based on Dr. Waters' estimate of
4-1/2 per cent maxi num for the equity market risk
premiumand a relative risk factor of .5 for the
|l owest risk utilities.

An alternative view of the 25 to 50
basis point additional premiumfor Foothills is
1412

CAPP Arg.

(Yat es)
that it is equivalent to awarding Dr. Waters'
recommended rate, absent this increment, to a
common equity ratio of 28 per cent rather than 25.
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The recommendati ons of Foothills'
wi tnesses are quite different. Foothills'
witnesses initially recornmended a rate of return on
equity in the order of 13 per cent. Ms. MLeod
and Dr. Sherwin and Ms. McShane | owered that
reconmendati on, |owered both of their
recomrendations, in their updating and rebutta
subm ssions. Dr. Sherwin and Ms. MShane cane to
12. 625 (Page 6 of the Additional and Rebuttal
Evi dence of Sherw n/ McShane Exh. B-10), and
Ms. MLeod canme to the upper end of the range of
12 to 12-1/2 (Page 3 of Ms. MLeod' s Updating
Evi dence, Exh. B-10).

In greatest contrast to Dr. Waters'
reconmendation, all the Foothills' wtnesses
reconmended that the deemed conmon equity ratio be
increased from25 to 35 per cent, a junp of 40 per
cent.

The submi ssion of CAPP is that, taken
together, the rate of return and deened conmpn
equity recommendations of Foothills' w tnesses are
remar kably di scordant with financial market
1413

CAPP Arg.

(Yat es)
conditions, as exenplified by long-terminterest
rates. They are also inconpatible with the risks
of Foothills, in both absolute terns and relative
to other utilities regulated by this Board

The unreality of the
McLeod/ Sherwi n/ McShane equity rate of return
reconmendati ons is even nore apparent when they are
assessed against long-terminterest rate |evels.

Were the Board to grant the requested
12-1/2 per cent, Foothills would, given its cost of
service tariff, achieve a risk premiumin the range
of 4-1/2 to 4-3/4 per cent.

This is the result of subtracting
Dr. Waters' estimate of the average yield likely to
prevail on Long Canadas over 1993, 7-3/4 to 8, from
the requested rate.

That prem um woul d be in excess of 5
per cent if it were calculated in relation to
current interest |evels.

The prospective equity risk premumis
even nore excessive when it is recognized that
Foothills' equity investors do not bear purchasing
power risk. Dr. Waters did not incorporate the
purchasi ng power risk premumin his estimation of
the equity market risk premium but he did
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1414

CAPP Arg.

(Yat es)
recogni ze that in assessing the extent to which his
reconmended rate of return of 10-1/2 to 11-1/2 for
Foothills provi ded conpensation to its sharehol ders
for the risks to which they were exposed.

On page 2 of his Evidence, Dr. Waters
concl uded, and | quote

" I ong-term Gover nnment of Canada

Bonds incorporate a premiumfor the

ri sk of purchasing power loss, a risk

not borne by Foothills' conmon equity

investors. Accordingly, the prem um

i nherent in ny reconmendation for the

risks which are in fact borne by the

conmon sharehol ders exceeds the

2 1/2-3 1/2 percentage points range hy

the anmount of the purchasing power risk

prem um conponent of |ong-term bonds

yields. | have estimated this prem um
to be in the order of 75 to 125 basis
points."

Viewed in this way, the equity risk
premi uminherent in the applied for rate is in the
order of 5-1/2 percentage points (Dr. Waters'

Evi dence, Exh. C-1-6, page 4).

M. Chairman, | have a few coments
1415
CAPP Arg.
(Yat es)
left to nmake in respect to the rate of return
met hodol ogies. | am prepared to do that now, or
after the break. | amin your hands...

THE CHAI RMAN:  Thank you, M. Yates. |
think we will take our break now, and recomence at
ten m nutes past el even.

--- (Short recess)
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1416

CAPP Arg.

(Yat es)
--- Upon Resum ng
THE CHAI RMAN: M. Yates, please.
Rat e of Return Methodol ogi es:
MR. YATES: M . Chai rman and
Menbers, | want now to make a few comments on the
rate of return nethodol ogi es.

In arriving at his rate of return
reconmendation, Dr. Waters relied exclusively on
the results of his application of the Equity Risk
Prem um Test.

He nmekes no apol ogi es for that
excl usive reliance.

Foothills' witnesses relied, to
di fferent degrees, on the Conparabl e Earnings,
Di scounted Cashflow and Equity Ri sk Prem um
met hodol ogies -- and it is the rel evance of those
met hodol ogi es that | want to comrent on now.
The Conpar abl e Earni ngs Met hodol ogy:
Dr. Sherwin and Ms. McShane acknow edge
in their testinmony in this case that the Conparable
Ear ni ngs met hodol ogy i s not useful today.

At page 4 of their Additional and Reply
Evi dence, they conclude that their attenpt at
projecting profits for a nine-year cycle begi nning
in 1992 has not produced results " sufficiently
1417

CAPP Arg.

(Yat es)
reliable to provide a basis for utility return
awar ds" (Additional and Reply Evidence, p.4).

CAPP subnits that this conclusion by
Dr. Sherwin and Ms. MShane puts an end to the
matter of the test's applicability in this case.

While their giving a 30 per cent weight
to a value of 12-1/4 to 12-1/2 per cent for their
Conpar abl e Earni ngs Test reduces their overal
reconmendation slightly, it is, in the submn ssion
of CAPP, sinply an excuse for not abandoning the
met hodol ogy entirely. In effect, what Dr. Sherw n
and Ms. M:Shane have done is to take a "raincheck"
on the Conparabl e Earni ngs Test.

Ms. MlLeod al so gave sonme wei ght --
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15 | apparently relatively little -- to the Conparable

16 | Earni ngs Test; and in CAPP' s subm ssions, her

17 | results should al so be ignored, for the reasons

18 | given by her fellow rate of return wtnesses.

19 | The Di scounted Cash Fl ow Met hodol ogy:

20 | Turning to the Di scounted Cashfl ow

21 | Met hodol ogy, we know that Dr. Waters gave no wei ght

22 | to his DCF results. W know that Dr. Sherwin and

23 | Ms. McShane gave 10 per cent weight to their

24 | results, and that Ms. MLeod gave sonething | ess

25 | than the "primry" weight that she gave to the risk
| 1418
| CAPP Arg.
| (Yat es)

1 | preni um anal ysi s.
I

2 | The essence of applying the DCF test is

3 | devel oping an estimate of the rate of growh in

4 | di vidends antici pated prospectively by investors.

5 | That rate is, in turn, clearly dependent on the

6 | future levels of earnings for the sample

7 | compani es.
I

8 | Dr. Sherwin and Ms. MShane told us

9 | that they could not project profits which, to quote

10 | t hem again, would be " sufficiently reliable to

11 | provide a basis for utility return awards”

12 | (Additional Reply Evidence, page 4).
I

13 | It is the subm ssion of CAPP that

14 | without an ability to project the fundanental

15 | earni ngs data, there exists no basis for assessing

16 | the dividend growth rates anticipated by

17 | i nvestors. Accordingly, the results of that test

18 | shoul d be ignored, and Dr. Waters is shown to be

19 | the nmost reasonable of the witnesses by restricting

20 | his analysis to the Equity Risk Prenium

21 | met hodol ogy.

22 | Equity Ri sk Prem um Met hodol ogy:

23 | That et hodol ogy was, of course, relied

24 | on by all of the witnesses: Dr. Waters

25 | exclusively; Dr. Sherwin and Ms. M Shane gave it 60
| 1419
| CAPP Arg.
| (Yat es)

1 | per cent weight; and Ms. MLeod gave it "primary"

2 | wei ght .
I

3 | That net hodol ogy i nvol ves the

4 | determ nation of three elenments (and we tal ked of

5 | these before) the first being the base long-term

6 | Gover nnent of Canada bond yields -- and Dr. Waters

7 | concluded that to be in the range of 7-3/4 to 8 in

8 | 1993; and in his formal application of the test,

9 | Dr. Waters had used the wider range of 7-3/4 to

10 | 8-1/4. Dr. Sherwin and Ms. MShane used a val ue of

11 | 8, while Ms. MLeod used a val ue of 8.2.
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CAPP submits that in the Iight of the
continuing dowmmward trend in long-termrates, the
maxi mum val ue to be consi dered appropriate is 8.0
per cent, which is the upper end of the 7-3/4 to 8
per cent range devel oped by Dr. Waters.

The current value of the equity nmarket
risk premumto be used in the application of the
met hodol ogy is, of course, a contentious matter.
Dr. Waters' estimated the value to be 4-1/2 per
cent maxi munmi Ms. MlLeod weighed in with a range
of 5 to 7; and Dr. Sherwin and Ms. M:Shane occupi ed
the nmiddle ground, at 4-1/2 to 5 per cent.

Dr. Waters' value of a maxi mum 4-1/2
for the equity market risk premumis based on his
1420

CAPP Arg.

(Yat es)
anal ysis of the geonetric nean val ues of the
achi eved equity risk premums in Canadi an markets
over the period 1926 to 1992 and the sub-period
1950 to 1992.

Dr. Waters' basis for utilizing
geonetric nean val ues rather than arithmetic neans
is an issue that has arisen in various previous
proceedi ngs, and his reasoning is set forth in
Appendi x XI'll of his Evidence.

CAPP urges the Board to give particul ar
attention to the analysis that is contained in that
Appendi Xx.

Dr. Waters acknow edges that the
hi storical mean values are sensitive to the
happenst ance of outcones fromyear to year in
financial markets. It is for that reason that he
gave consideration to, anong other things, achieved
rates of return in the U S. markets and the
anal ysi s undertaken by Dr. Jereny Siegel, which is
cited in his Evidence.

The risks of Foothills' equity relative
to that of the equity narket as a whole is the
third el ement that nmust be evaluated in applying
the Equity Ri sk Prem um met hodol ogy.

Dr. Waters undertook a two-stage
1421

CAPP Arg.

(Yat es)
approach to this. First, he established the
relative risk of a group of 10 | owest-risk
utilities. The result was a utility risk prem um
of 2.25 per cent. Second, he added an increment of
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25 to 50 basis points for the increnmenta

i nvestnent risks of Foothills, should any in fact
be perceived by investors. The end result is an
Equity Risk Premiumfor Foothills of 2-1/2 to
2-3/ 4.

At this point, it is appropriate to
conpare Dr. Waters' premiumfor Foothills, this
2-1/2 to 2-3/4, to the premiunms which materialize
fromDr. Sherwin's and Ms. MShane's "DCF-ri sk
prem uni anal yses.

Two variants were enpl oyed by them
Those anal yses resulted in prem unms over the [|ast
six years averaging 2.2 to 2.8 per cent.

It is the position of CAPP that carefu
assessment of the input data underlying those
anal yses, together with those w tnesses' weighting
met hodol ogies, will result in a conclusion that, if
anything, the 2.8 per cent average overstates the
prem um achi eved over the past six years and
prospectively anti ci pated.

CAPP urges the Board to adopt
1422

CAPP Arg.

(Yat es)
Dr. Waters' perspective on the values of the
conponents of the Equity Risk Prem um Test. That
perspective resulted in Dr. Waters concl udi ng that
the fair rate of return for Foothills was 10-1/2 to
11-1/2, inclusive of a cushion of 25 to 50 basis
points.

The latter, of course, is incorporated
primarily to insulate Foothills' investors from
uncertainty as to the cost of capital |evels over
the test period.

Wth Dr. Waters' conclusion that the
average yield on |ong-term Governnment of Canada
bonds over 1993 will be no nore than 8, it will be
appropriate, in CAPP' s subnission, to award
Foothills a rate of return on common equity in the
range of 10-1/2 to 11
Incentive Rate of Return:

M. Lutes addressed you earlier today
on the topic of the incentive rate of return
Foot hills does not propose to apply the incentive
rate of return schene to expansion facilities added
to its Prebuild segnents since the original |ine
was placed in service. (Caneron Evidence, Ex. B-4,
p. 2-11).

CAPP, in its evidence, has agreed with
1423

file///Cdrew/docsRH193v08.htm

2/14/00 12:43 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-1-93-Valume 8

67 of 116

A WNPEP

© 00 ~NO O

24
25

A WNPE

P O OO0 ~NO O

[

12
13
14
15

16
17

CAPP Arg.

(Yat es)
Foothills that the I ROR schenme is not appropriate
for additions to the existing Prebuild pipeline
system (Witten Evidence of CAPP, July 1993, p. 5,
line 24 to p. 6, line 5).

At the commencenent of the hearing, the
Board asked Foothills, and any other party that
wi shed to do so, to address in final argunent the
| egal basis upon which the Board coul d grant
Foothills' request (1T5).

M. Lutes has already provided the
Foothills' position in respect to this issue. CAPP
has no reason to disagree with the argunments put
forward by M. Lutes and has nothing to add to
those arguments.
CONCLUSI ON

In conclusion, M. Chairman and
Menbers, | rem nd the Board that the onus of proof
in this proceeding lies on Foothills as the
Applicant. Foothills has asked for a 40 per cent
increase in its common equity ratio, and Foothills
has asked to maintain its rate of return at 12 1/2
per cent. Foothills has the burden of convincing
you that both of those nunbers are justified.

In the subm ssion of CAPP, that burden
has not been discharged. Foothills only applied
1424

CAPP Arg.

(Yat es)
for a 35 per cent comon equity ratio when it was
dragged into this hearing. The Foothills evidence
in the subm ssion of CAPP, relating to common
equity ratio, is far from persuasive.

There is absolutely no cogent evidence
that increased conmon equity is required at this
time. By contrast, the contrary evidence is
conpelling. Foothills has done just fine at 25 per
cent, and it needs to keep its tolls down to remain
conpetitive in the world of deregul ated natural gas
mar kets and prices.

CAPP submits that the Board shoul d
| eave Foothills' common equity ratio at 25 and
shoul d set the return on equity at a |evel no
hi gher than 11 per cent.

Those are ny subm ssions, M. Chairnman,
unl ess there are any questions.
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MR. PRI DDLE: M. Yates, in your
submni ssion, the Board should | ook only at the
Equity Ri sk Prem um approach to determ ning what is
a fair return on equity.

Is that correct?
MR. YATES: Yes.
MR. PRI DDLE: M. Yates, | have a

techni cal question. You recall that M. Lutes
1425

CAPP Arg.

(Yat es)
cited part of the Justice Lanont dictum about
fairness in regulatory awards, froma Supreme Court
of Canada case.

I want to ask you whether, in your
view, a return on equity award which is based only
on the Equity Ri sk Prem um approach satisfies the
Lanont criteria, especially the criterion that had
to do with investnent opportunities in conparable
ri sk businesses, which | tend to read as neaning
private-sector investnent opportunities?

MR. YATES: M. Priddle, | wll
respond this way: | do not have the wording of the
Lanmont decision in front of me at the nonment, but
my recollection of that decision is that it does
talk in terms of the "fairness" standard but does
not talk in terms of any particular tests or any
particul ar manner in which the fairness standard
coul d be applied.

In the particular situation of this
case, we have the Conparabl e Earni ngs Test --
unique, in at least my linmted experience -- being
denigrated by its own previous proponents. W have
a Conparabl e Earnings Test that Dr. Sherw n and
Ms. McShane have essentially said is not reliable
in determning the rate of return.

1426

CAPP Arg.

(Yat es)
That says to me that the Conparable
Earnings Test, in their view, is not one from which
they can reach conclusions in this case as to the
conmpliance with the "fairness" standard.

I woul d respond by saying that while
the Lanont test does establish the need for
fai rness, when you have a test here which, in the
practice of this Board, has been utilized, or has
been heard in evidence, to be a "fairness”
standard, a test which is now unreliable, any kind
of reliance on what is an unreliable test would in
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itself violate the standard that was set forth by
M. Justice Lanont.

MR. PRI DDLE: Thank you, M. Yates.
THE CHAI RMAN:  Thank you, M. Yates.

MR. YATES: Thank you, M. Chairman
and Members.

THE CHAIRVAN:. M. Hart, | believe you
wi sh to present argunent.

1427

NGPCA Ar g.

(Hart)

ARGUMENT ON BEHALF OF NATURAL GAS PI PELI NE COVPANY
OF AMERI CA:

MR. HART: M. Chairnman, Menbers of
the Board, first let me thank you for acconmodati ng
me in appearing for argunent this norning, not
havi ng regi stered our appearance at the outset of
t hese proceedi ngs.

I had al so hoped to thank M. Syne for
his assistance in that regard, but it |ooks as
though | amtoo late to thank hi mpersonally. |
wi Il have to thank himthrough the record and,
per haps, you personally, M. Noonan, as a
representative of the Law Branch.

M . Chai rman and Menbers of the Board,
as our intervention in this proceeding (Exhibit
C-9-1) indicates: Natural Gas Pipeline Conpany of
America is a United States corporation which
operates an interstate natural gas pipeline system
under the jurisdiction of the U S. Federal Energy
Regul at ory Conmi ssi on.

Nat ural has been a significant
purchaser of Canadi an natural gas for over 20
years. On the Foothills system specifically,
Nat ural has been purchasing Al berta gas since
approxi mtely 1982, under its ProGas contract, for
1428

NGPCA Arg.

(Hart)
75 million cubic feet a day.
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The price paid by Natural for these
vol umes includes a demand conponent, which is
conprised of transportation costs in Canada, a
significant portion of which are costs of
transportation on the Foothills system

It is clear, therefore, in our
respectful subm ssion, that Natural has a vital
interest in these proceedings, which will establish
tolls on the Foothills line

We wi sh to address, briefly, only one
issue, and that is the issue of drawdown of the
Foothills' deferred i ncone tax bal ance

We have reviewed the Witten Evidence
filed by both Foothills and CAPP on this issue, as
wel |l as the cross-exam nation arising fromthat
evidence. W have also reviewed the Board's recent
Deci sions RH 1-92, RH-2-92, and RH 3-92 concerning
drawdown of deferred tax bal ances on the Westcoast
and TransCanada systens.

We submit, with respect, M. Chairnman
and Menbers, that an appropriately-tinmed and
wel | -concei ved plan of drawdown on the Foothills
systemis inportant, both to Foothills itself and
to those who bear the burden of its tolls.
1429

NGPCA Arg.

(Hart)
The evi dence before you indicates that
the deferred tax bal ance has grown to sone $135
mllion, or alnobst 20 per cent of total rate base.

In light of the fact that Foothills is
now on fl owthrough tax accounting and that
cross-over will soon be reached on the assets which
are associated with this large deferred tax
bal ance, Natural respectfully submts that the
suggestion nmade by CAPP, at page 5 of its Witten
Evi dence in these proceedings, is a good one and
shoul d be adopted by the Board in its Decision.

That suggestion, M. Chairman and
Menbers, reads as follows -- and | am | ooking at
the CAPP Witten Evidence in these proceedings,
page 5, starting at line 15.

"CAPP recomends that drawdown not
comence in 1993. CAPP further
recomrends that Foothills be directed
to consider the nbst appropriate
paraneters for drawdown; consider
whet her drawdown woul d create materia
financing inpacts, and, if so, how
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those inpacts could best be mtigated,
and provide the Board and Interested
Parties with the results of this review
1430
NGPCA Arg.
(Hart)
by 31 December 1993."
As | say, M. Chairman and Menbers, we
woul d urge the Board to make a direction in its
Decision to that effect, allow ng the Board,
Foothills, and those whose toll paynents have
created the tax bal ance, to give proper
consideration to an appropriate allocation of these
funds to the Foothills cost of service as soon as
cross-over has been reached.

In conclusion, M. Chairman, | heard
M. Lutes' suggestions on this issue earlier this
nmorning. | subnit that he is noving in the right
direction but -- no doubt as a consequence of his
advancing years -- a little bit too slowmy. He
seens to want to delay any action on the matter
until the Board's Decision in these proceedi ngs has
been issued.

Wth respect, we do not see the need
for this delay. This is an inportant issue to both
Foothills and its toll payers.

Wil e your decision will clearly bear
on the revenue environment, if | may, in which
drawdown will occur, we submt, with respect, that
a start should be nade now and a report filed with
the Board by year end.
1431
NBPC Arg.
( Keough)
That conpletes ny remarks, M. Chairman
and Menmbers, subject to any questions that you nay
have.

THE CHAI RMAN:  Thank you, M. Hart. W
have no questi ons.

MR. HART: Thank you.

THE CHAI RMAN: M. Keough, do you wi sh
to present argunent.

ARGUMENT ON BEHALF OF NORTHERN BORDER Pl PELI NE
COVPANY:

MR, KEOUGH: Thank you,
M. Chairman. | hope to be briefer than M. Hart.
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This Argunent is presented on behal f of
Nort hern Border, and solely because Northern Border
noted, with sonme concern, the isolated facts
related to you by Foothills in its Final Argument
regardi ng the Northern Border capital structure,
its rate of return, and the tax methodol ogy under
which it is governed.

M. Priddle, as with your comrents,
Northern Border is |ikew se troubled that this
Board shoul d sonehow be influenced in its
determ nations to be nade here by these isol ated
facts, supported by little or no evidence on the
record of these proceedings.
1432
NBPC Arg.
( Keough)
The evi dence that you have heard does
di scl ose that Northern Border arrived at a
settlenment of its rate case and that these specific
items that | have already nentioned are but a few
of a multitude of issues that were considered,
negoti ated, and dealt with during that settlenent.

Wt hout any evi dence of the overal
settlenment, the give and take that various parties
woul d have gone through in arriving at a concl usion
on these issues, Northern Border views it as unfair
to take isolated conclusions out of context.

You do not have a full record here --
and you appropriately should not -- of the itens
that went into that Northern Border settlenent, and
therefore Northern Border would be very concerned
if this Board took into account and relied upon the
i solated el ements that you have heard about
regarding its settlenent.

In Northern Border's view, it would be
i nappropriate for you to do that and to use the
Nort hern Border settlenent as a precedent for
anything that you are going to be dealing with
here.

Those are ny comments, M. Chairman,
t hank you, subject to any questions.
1433
APMC Arg.
(Mor el and)
THE CHAI RMAN:  Thank you, M. Keough

MR. KEOUGH: Thank you

THE CHAI RMAN: Ms. Moreland, you are
next .
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I
I
5 | ARGUMENT ON BEHALF OF THE ALBERTA PETROLEUM
6 | MARKETI NG COVM SSI ON:
7 | MS. MORELAND: Thank you, M. Chairnman
8 | and Menmbers.
9 | Deened Common Equity Conponent:
10 | M. Chairman, in the subm ssion of the
11 | APMC, this case is in large part about risk. This
12 | fact was made abundantly clear to nme when, in doing
13 | a conputer search of the seven days of transcripts
14 | of evidence, | found that the word "risk" appeared
15 | a nere 938 times!
I
16 | On the issue of risk, I would like to
17 | take the Board, firstly, to M. Reid's coments
18 | whi |l e concluding the Foothills' Opening Statenent.
19 | He stated there, and | quote:
20 | "I'n short, Foothills continues to be
21 | exposed to hi gher business risk
22 | associ ated with ongoi ng changes in the
23 | mar ket pl ace, in the gas industry, and
24 | in federal and state approaches to
25 | regul ation." (Enphasis added) (2T235)
I
I
1 | It is inportant, M. Chairman, to
2 | di stingui sh the concept of risk fromthat of
3 | change.
I
4 | According to the Oxford Dictionary,
5 | risk is: "a hazard, a chance of bad consequences or
6 | | oss, or the exposure to m schance"
I
7 | The critical issue in this case is
8 | whet her the Board views the "changes" that have
9 | taken place in Foothills' environnment as adding to,
10 | reduci ng, or |eaving unchanged Foothills' exposure
11 | to the chance of bad consequences.
I
12 | The Board is being asked by Foothills
13 | to find that its risks have increased and to
14 | reflect that increased risk by increasing its
15 | deened comon equity conponent.
I
16 | As M. Priddle and Dr. Waters agreed on
17 | the final day of the proceeding, the largest single
18 | issue in this case is Foothills' request that its
19 | deened comon equity be increased from 25 per cent
20 | to 35 per cent (7T1271).
I
21 | That request is being driven, in |large
22 | part, by Foothills' assessnent of its increased
23 | busi ness ri sks.
I
24 | The evi dence that you have heard over
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the course of this hearing has provided a factua
1435
APMC Arg.
(Mor el and)
account of the changes which have taken place in
Foothills' environment over the past numnber of
years, particularly since the last full toll review
in 1984.

In ny submission, there is little in
di spute about the facts. What is in dispute is
what concl usi ons about risk can or ought to be
drawn fromthe facts.

Foothills takes the position that its
risks are greater now than in previous years,
largely as a result of the changes in the natura
gas markets as deregul ati on has evol ved.

A changed environment does not, by
definition, nean an environnent fraught with nore
risk.

In the view of the APMC, the changes
referred to by Foothills have not increased the
risks of the pipeline. Foothills' risks have
decreased since 1984, and an award of 10.5 to 11
per cent return on a 25 per cent deenmed conmon
equity conmponent would be conmensurate with that
risk.

I would like to turn nowto a
di scussion of the various elenents of risk which
have been di scussed in the course of this hearing,
1436
APMC Arg.
(Mor el and)
to provide the Board with the APMC s perspective on
the conclusions the Board shoul d draw
(i) Market and Regul atory Ri sk
Firstly, in respect to market and
regul atory risk: Foothills has repeatedly asserted
that its risks have increased in its markets in the
l'i ght of market and regul atory devel opnents. It
says it is, in relative terns, a high-cost
transporter into the markets served by its
shi ppers, thereby exposing it to increased risk
(2T343, 3T405ff).

It says that the new custoners on the
East Leg are less creditworthy than the original
interstate purchasers, and that they are subject to
state regulation, both of which translate into
i ncreased risk (27288 and 6T1110).

It says that the Wst Leg PITCO
arrangenments are a source of risk, in the light of
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state PUC action (2T234). It says that nmuch of the
gas delivered into the M dwest market is delivered
on the basis of short-term gas sal es arrangenents,
thereby increasing the risk, as conpared to the
time when the underlying gas sal es arrangenents
were long-termfirmin nature (4T583).

M. Reid stated that the nature of the

1437
APMC Arg.
(Mor el and)
tolls -- by which he was referring to the nmagnitude
of those tolls -- and the nature of the markets

pl aces Foothills and its shippers at greater risk
(3T425).

The APMC makes the foll ow ng
observati ons about the market risks identified by
Foothills.

First, Foothills has achieved extrenely
high load factors on its systemand its shippers
are conpeting effectively in the markets served by
that system (3T424). This is in part because
Al berta producers have been prepared to accept
net backs whi ch have enabled themto conpete in
those markets (3T403ff).

The inproved ability to conpete in the
market is also being facilitated by the fact that
Foothills' costs are |lower now than they were in
teh past. The costs are |lower as a result of |ower
depreciation rates (3T426), a |lower tax rate (Ex.
B-14), the adoption of flowthrough tax
met hodol ogy, a nore highly depreciated system
(3T426), and | ower cost of capital (Ex. B-14).

Unit costs on both the Eastern and Western Legs
have reduced as a result of expansions (3T434).

In light of the extension of the

1438
APMC Arg.
(Mor el and)

"basket clause" trigger date a number of times in
the past, it is clear that the outstanding costs
whi ch woul d have to be recovered in the event that
the basket clause were to be invoked are | ower now
than in earlier years of the project (3T420).

In any event, Foothills states that it
does not anticipate that it will have to retire its
debt pursuant to the terns of the basket provision,
which triggers in 1997 and 1999 on the Eastern and
Western Legs respectively (4T618).

On the issue of the ability to conpete,
M. Nettleton pointed out that Foothills' shippers
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on the East Leg may well have the ability to be

i ncreasingly conpetitive on a transportation basis
as a result of the ability to access di scounted
interruptible capacity available in the United
States (6T1094).

Foothills' access to the export markets
has been enhanced by the Eastern Leg expansion, and
the resulting reduction in unit costs on Foothills
has hel ped to make it possible for Alberta gas to
conpete nore easily in that market (2T334).

Foothills has broader access to United

States markets than do any of ANG Westcoast, and

TransCanada Pi peLi nes (4T562), and this in an
1439
APMC Arg.
(Mor el and)

envi ronment which sees U S. denmand growi ng from

16.5 Tcf in 1986 to 21 Tcf in 1995, and 22-1/2 Tcf

by the year 2000 (7T1301 and 4T565).

M. Chairman, it is sonewhat ironic
that Foothills has acknow edged the need to reduce
its costs in order to position itself and its
shi ppers nore favourably to conpete, yet it has
applied for an increased deemed conmon equity
conponent and return on equity which would result
in a toll increase (4T619).

Foothills' transportation contracts
with its shippers are long-term and they are
| onger termtoday than they were in the past
(2T322). The Western Leg expansion is contracted
by ANG for 15 years (2T322). Both Foothills
(Saskat chewan) and the West Leg have queues for
service (4T613).

Accordingly, in the view of the APMC
the business risks which Foothills has identified
are risks to Foothills' shippers, who are obligated
to the long-termtransportati on arrangenents, and
ultimately to the contracted producers.

Foothills' Tariff is a cost of service

tariff, which provides it with a very high |evel of

assurance that it will recover its costs. You have
1440
APMC Arg.
(Mor el and)

heard evidence that it has incurred no costs

related to billing abatenments in the past three

years (4T608), and you have heard, significantly,

that it has never failed to achieve its all owed

return (7T1215).

Mor eover, approximately 50 per cent of
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Foothills' cost of service is attributable to Zone
6 (Ex. A-12), and those costs are the
responsibility of NOVA, which is currently the sole
shi pper on that portion of the system

Downstream nmarkets on the Eastern Leg
reflect an increase in the nunber of participants
as conpared to the few large interstates of the
past (see for exanple 3T422). The presence of a
di verse nunber of shippers is sonething which
Foot hills has agreed "generally" |essens the risk
of both supply and market failure (2T330).
Foothills has al so agreed that its shipper
constituency on the West Leg is a financially
strong one (4T653).

In relation to the regulatory risk
identified by Foothills, it has raised the issue of
state PUC regulation in respect to the East Leg
end-use custoners served by the system as a source

of increased risk. It has also specifically raised
1441
APMC Arg.
(Mor el and)

the issue of the CPUC handling of the PITCJO SoCal
contract as a source of risk on the Western Leg.
Further, it has gone to great |lengths to convey the
point that the consistent U S. Governmental support
for the ANGTS and conconitant FERC treatnment of the
the Prebuild have not shielded Foothills fromthe
vagari es of the market and that increased risk (eg
2T232 and 3T454).

M. Nettleton's evidence in this regard
provi des anot her perspective on regulatory ri sk.
In relation to the PITCO matter, the contract was
renewed in 1988, in part on the basis of full CPUC
support for the arrangenment, and the purchase was
extended to the year 2012 (27313 and 7T1081).

M. Nettleton expressed his views that
there are reasons to be optimstic about the
resolution of the PITCO matter (7T1262), and there
are nunerous options to sustain the PITCO vol unes
with the opening up of the PGE/ PGT expansion on 1

November 1993, which will provide access to all of
California as well as the Pacific Northwest
(47682).

The record denonstrates that FERC has
an established track record (2T289) of consistently
honouring the special arrangenents related to the
1442
APMC Arg.
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Prebuild facilities. The FERC and U. S
Governnental conmitnent to the Prebuild has all owed
Foothills to be insulated fromthe application of
various otherw se generally applicable FERC
policies, which M. Reid has agreed hel ped to
ensure that the effects of changes to the broad
framewor k of structural regulation were not as
"brutal" as they m ght have ot herw se been
(3T454) .
The FERC commit ment has been affirned
as recently as Order 636-A and in February of this
year, when FERC ALJ birchman noted, and | quote:
" not hi ng suggests an i npairnent of
the ANGTS debt guarantees or mi ni num
revenue stream from conti nued
incremental cost allocation of the
Prebuild facilities."™ (2T309).
The current status related to narket
and regulatory risk on the Foothills system was
summed up by M. Reid when he agreed, and | quote:
" today the PI TCO vol unes are being
sold; the East Leg is full and our
shi ppers are conpeting successfully in
that nmarketplace. Equally, we are
hopeful and -- to use M. Caneron's
1443
APMC Arg.
(Mor el and)
word -- optimstic that we will

continue to be conpetitive in those

mar kets. " (3T425)

The APMC regards the changes which have
taken place in the market and on the Foothills
system as positive reactions to the process of open
access and deregul ati on and devel opnments whi ch have
not increased Foothills' risk

As M. MacMirchy indicated, the
regul ated environment was one which created
distortions which led, over tinme, to a non-viable
system In the view of the APMC, today's
mar ket -driven systemis, in the longer run, one
whi ch provides a nore stable and predictable
busi ness environnment, as opposed to the tine
pre-deregul ation (6T1121-1122).

The APMC agrees with M. Pierce's
characterization of the system as one which,
al though at one time nearly "terminally ill", has
become healthier, in large part as a result of
work, effort and change (3T410).

The APMC therefore subnits that the
Board can find, on the facts before it, that
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Foot hills" business risks have not increased and do

not warrant an increase in the deemed commpn equity
1444
APMC Arg.
(Mor el and)

component .

(ii) Financing Flexibility

I would like to move, for a monent, to
the issue of financing flexibility.

Foothills al so takes the position that
it should have an increased common equity conponent
in conjunction with its applied-for rate of return
on equity, in order that it have the ability to
attract an "A" rating frombond rati ng agenci es and
enter into bank refinancing under the nost
desirable circunstances (1T36).

Dr. Sherwi n advanced the proposition
that, as a matter of fairness, Foothills should be
all owed a capital structure which was nore
consistent with other utilities (6T1015 and
7T1131).

Whil e the Board has heard the evidence
of a number of the Foothills' wi tnesses on the
difficulty of being captive to its bank financing,
the APMC finds the evidence of M. Dooley to be
illum nating on the issue of access to financing
and Foothills' need for an increased equity
conmponent .

M. Dooley testified that he did not

expect that the current capital structure and
1445
APMC Arg.
(Mor el and)

return of 12-1/2 per cent on 25 would, in itself,

be sufficient to provide Foothills with an "A"

rating. However, Foothills determned that this

was not the appropriate year in which to nmake

application for 13 on 35.

He went on to explain that the conpany
did not need an "A" rating this year as its
negotiations with the banks would |ikely not
commence this year, and that it had a nunber of
ot her projects which were under way, so that it was
determined that it would be appropriate to apply at
a |later date (1T38-39).

In the view of the APMC, the Board
shoul d give significant weight to the fact that
Foothills determ ned, as a matter of policy, that
it did not need the applied-for capital structure
and return until it was directed to file an
application with the Board
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The Board has al so heard evi dence that
Foothills' relative cost of bank borrow ng over
time has reduced (1T129ff).

In the subm ssion of the APMC, this

fact should be given weight in assessing how

Foothills' bankers perceive Foothills' overall risk

today, as conpared to earlier periods of tine.
1446
APMC Arg.
(Mor el and)

Foot hills has had access to the commercial paper

mar ket only since 1985, and first issued comercia

paper in 1989. M. Dooley testified that the

ability of a company to issue conmercial paper was

evi dence that a conpany was a stronger credit than

one which could not access that market (1T131).

Furthernore, Foothills' bankers' acceptance rates

was renegotiated to nore favourable ternms in 1990,

as you have heard (1T130).

Further, the ability of Foothills'
subsidiaries to borrow some $150 million based on
their own creditworthiness and on the security of
the debentures of the Joint Exploration Conpany in
order to make a non-utility investnent in the Joint
Expl orati on Conpany should al so be given serious
consi deration by the Board when assessing
Foothills' ability to access financing (1T82).

Foot hills' access to bank financing on
reasonable ternms, and relatively better terns than
in the past, does not appear to the APMC to be
consistent with the position that Foothills is in
need of a nore favourable capital structure
treatment today than in the past.

Wth respect to the proposition that

Foothills'" needs a 35 per cent deemed conmon equity
1447
APMC Arg.
(Mor el and)

ratio, particularly in order to attract bond

financing on reasonable terms, Dr. WAaters expressed

the view that he did not feel that the markets had

been tested to the point where the Board coul d be

satisfied that Foothills in fact needs 35 per cent

in order to access bond financing (7T1280ff).

The Company wit nesses made genera
references to an ongoing state of preparedness to
position the Conpany to access bond markets (4T659
and 5T774), but there is no evidence on the record
that Foothills has recently made an attenpt to
access bond financing and has found itself unable
to do so, based on its historic 25 per cent deened
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common equity conponent.

The evidence is that the conpany had,
in the past, been advised that a public issue was
not saleable. And Ms. MLeod stated that she had
| ast been involved with a prospective debt issue on
behal f of Foothills in approximately 1990 and had
not been involved in or aware of others since.

As Dr. Waters indicated, a systematic

marketing plan in relation to Foothills' public

debt woul d be necessary in order to undertake bond

financing, and the true test of Foothills' need for

an increased deened equity conponent woul d be the
1448
APMC Arg.
(Mor el and)

reaction of investors to that debt issue

(7T1280-81).

Foothills takes the position that it
needs a 35 per cent deemed comopn equity conponent
in order to attract an "A" rating, which is
necessary to allowit to access public debt markets
and provide it with financing flexibility.

The Board is being asked to give
consideration, in that regard, to the pipeline's
assessment of what it believes the bond rating
agencies will do, which in turn is supposed to be a
proxy for an indication of how ultimte investors
wi || behave.

As Dr. Waters has stated, if he were
told by the bond rating agencies that 35 per cent
was necessary, he would not find that particularly
hel pful (7T1280).

In the subm ssion of the APMC, the NEB
should not find that type of specul ati on hel pful
either when determning the fair capital structure
and return on equity. The bond raters are not the
ultimate investors and, as Dr. Waters pointed out,
he is not willing to accept that the basis upon
whi ch one shoul d establish capital structure and
return is on the basis of, and I quote, " a
1449
APMC Arg.
(Mor el and)
consi der abl e anbunt of hearsay and undecl ared, if
any, analysis of what the bond raters have in
mnd... and the opinions of the investors as to the
useful ness of the bond rater's views on these
things." (7T1281)
As Dr. Waters indicated, he has
reconmended a 25 per cent deemed conmon equity
rati o and has incorporated a sonewhat higher return
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on equity into his recommendation, in recognition
of the necessary connection between the two
concepts, and to allow for the fact that the Board
must be cogni zant of the fact that Foothills is a
private company, thinking about going to market
some day (7T1281-82).

The APMC believes that Dr. Waters'
position on the appropriate capital structure, when
combi ned with his recommended return, provides a
bal ance between giving the pipeline enough
flexibility to access public debt markets and
giving the toll payers the benefit of the | owest
cost tolls possible, having regard to the tax
i mplications of increasing the common equity ratio
(7T1275).

In summary on this issue, M. Chairnman
the APMC believes that Foothills has not
1450
APMC Arg.
( Mor el and)
established a basis for an increase in the equity
conponent of its capital structure on either the
basi s of increased business risk or the need for
increased equity in order to allowit to finance.
On that basis, the APMC urges that the NEB nmintain
the status quo and pernit Foothills 25 per cent
deened comon equity in its capital structure.
Perspective on Costs of Capita
I would like now to address, very
briefly, the cost of capital perspective, before
getting into a discussion of the specific tests
that have been utilized in the devel opment of the
return on equity recomrendations.

I n devel opi ng the cost of capital
perspective. | was rem nded of the fanmous opening
sentence from Charl es Dickens Tale of Two Citi es,
and that is: "It was the best of times, it was the
worst of times..."

Today' s circunstances, M. Chairmn,
are the worst of times -- because as Dr. Sherw n
and Ms. McShane told in us their Additional and
Rebuttal Evidence, Canada has experienced, over
recent years, an unprecedented recession in
corporate profitability.

Worse still, perhaps, Dr. Waters
1451
APMC Arg.
(Mor el and)
consi ders prospective business conditions to be
bl eak and therefore a continuation of the nal ai se
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in corporate profitability.

These are the best of times, however,
fromthe perspective of those corporate borrowers
and corporations requiring equity financing and
having the ability to service their financial
obl i gations confortably.

Foothills certainly has this ability.

By the historical standards which are
closest in nmenory to nost of us here -- that is,
the past 20 years -- costs of capital are very
low. Both long and short terminterest rates, as
M. Yates told you, in both Canada and the U.S.
are at lows |last seen in the md-1970s.

The APMC urges the Board to reflect on
these facts and on today's supply and denand
conditions in capital markets when considering an
appropriate rate of return for Foothills.

Fair Rate of Return

Wth that backdrop, | would like to
deal, now, with the evidence adduced on fair rate
of return and indicate, firstly, that some or al
of the expert witnesses relied on the follow ng
tests: firstly, the Conparable Earnings Test;

1452
APMC Arg.
(Mor el and)

secondly, the Discounted Cash Flow, and finally,

the Equity Ri sk Prem um Test.

THE COMPARABLE EARNI NGS TEST: | TS | RRELEVANCE TODAY
Starting with the Conparabl e Earni ngs

Test, the heading that | would characterize this

under is "lIts Irrel evance Today".

At | east since the time of
Dr. Sherwin's first appearance before this Board,
t he Conparabl e Earni ngs Test has played a very
prom nent role in rate of return evidence.

Dr. Sherwin has consistently used it
and, as you know, Dr. Waters has consistently
damed it. The Board has said, on occasion, that
it has found the results of the test to have sone
val ue.

The APMC subnmits that it is tine to
bring down the curtain on the | ong-running
"conpar abl e earni ngs" show.

Dr. Waters has laid out both the
conceptual and practical limtations of the test in
his evidence. Dr. Sherwin and Ms. MShane now
appear to have conceded that the results of the
test, even in their skillful hands, provide no
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gui dance as to a fair rate of return for Foothills,
or for any other utility.

1453
APMC Arg.
(Mor el and)

Dr. Sherwin and Ms. MShane tell us, at

page 4 of their Additional and Reply Evidence, and

| quote:
"We have nmde an attenpt at projecting
profits for a nine-year cycle
(beginning 1992) simlar in length to
that of the last cycle. Wile it
constitutes our 'best effort', we do
not regard the results as sufficiently
reliable to provide a basis for utility
return awards. |Indeed, we view it as
unlikely that the current cycle wll
produce a representative |level of
returns that may reasonably be expected
after the current industrial
restructuring is conpleted and the
conmpani es have adjusted to the new
i nternational conpetitive environment.

We therefore have serious doubts that
the current cycle will provide a basis
for applying the Conparabl e Earnings
Test."
Notwi t hstanding this clear and -- at
|l east in the eyes of the APMC -- unqualified
abandonment of the Conparabl e Earnings Test,

1454
APMC Arg.
(Mor el and)
Dr. Sherwin and Ms. MShane are reluctant to take
leave of it entirely. | say that because they give
it -- at page 6 of their Additional and Rebutta
Evi dence -- 30 per cent weight when they derive

their conmparabl e earnings result of 12-1/4 to
12-1/2 per cent.

The attachnment to the Conparable
Ear ni ngs Test appears to result fromDr. Sherwin's
view that, and | quote:

there will be a successfu
restructuring in the Canadi an

[industrial] heartland." (6T943)

Dr. Sherwin's expectation is surely
hel d by everyone who cares about, and has a stake
in, Canada's econonmic future. However, for present
pur poses, that expectation is nothing nore than
undoubtedly a very sincerely held view

The quantification of the expectation
is necessary if the test is to play any role in
determining a fair rate of return.
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Dr. Sherwin and Ms. McShane told you

in the passage that | have just cited to you, that

it was inpractical to do so. That position was

confirmed and enphasi zed in the course of M.

Yates' cross-exanm nation on the subject
1455
APMC Arg.
(Mor el and)

(6T933-944).

M. Chairman, there may well be a tine,
fromDr. Sherwin and Ms. MShane's perspective
when t he Conparabl e Earni ngs Test can rise
Phoeni x-1i ke fromthe ashes. However, for the tine
being, in ny submi ssion, it should not even be
regarded as near termnally ill; it is dead. And
it ought not to be relied upon

Ms. MLeod al so gave sone wei ght
(al beit an indeterm nate anpunt of weight) to the
Conpar abl e Earni ngs Test.

She, like Dr. Sherwin and Ms. MShane,
provi ded historical data for the period ending 1992
and projected values for 1993 and 1994 using the
IBES (Institutional Brokers Estinmation Service)
reporting service data

The comments made by Dr. Sherwi n and
Ms. McShane concerning the inadequacies of their
conparabl e earnings results are equally applicable
to Ms. MLeod's.

It is also appropriate to nention that,

in addition to the infirmties specifically

identified by Dr. Sherwin and Ms. MShane, Ms.

McLeod' s conparabl e earning analysis suffers from

anot her defect, and that is that Ms. MLeod nakes
1456
APMC Arg.
(Mor el and)

no downward adjustnment to reflect the | ower risks

of Foothills relative to her industrial sanple, a

matter addressed directly by Dr. Sherwin and

Ms. McShane, and, in their view, worthy of a

downwar d adj ustment of 30 points (5T820-825 and the

Evi dence of Dr. Sherwi n/Ms. MShane, page A-10).

Finally, M. Chairman, on the subject
of conparabl e earnings, it should be nentioned that
none of the Foothills' w tnesses appears to have
gi ven any consideration to the well-known upward
bias in the IBES estimtes which formthe basis for
their 1993 and 1994 projections of comopn equity
rates of return.

Duri ng cross-exam nation by M. Yates,
Dr. Sherwi n acknow edged that the |BES estinmates
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had denonstrated a "frailty" since the econom c
downturn in 1990 (6T941-942); and subsequently,
during cross-exan nation by me, he acknow edged
that in the past he and Ms. McShane had made a 40
basi s point downward adjustnment to the |BES
forecasts (6T965). Finally, M. MShane

acknow edged that in the 1992 Westcoast case she
had this to say about the |IBES forecasts, and |

guot e:
In the last couple of years there
1457
APMC Arg.
(Mor el and)

has been significantly greater
disparity between the actual results
and the I BES forecasts, and this in
|large part, | believe, is the result of
being in this recession and having the
greatest profitability recession this
country has known."
In contrast to the detailed know edge
Dr. Sherwin and Ms. McShane have in respect to the
| BES forecasts, Ms. MLeod sinply and candidly
stated, at transcript 819, and | quote:
"l do not have a view on that" -- the "that" being
the reliability of the |IBES forecasts.

In sunmary, M. Chairman, on the
Conpar abl e Earni ngs nmethod, the APMC submits that
recent and current earnings |evels of industrial
conpani es, together with the vast uncertanties
ahead for Canada -- and industrial Canada, in
particular -- provide no basis for using it.

Moreover, the results presented for the
years 1993 and 1994 by both sets of Foothills'
wi tnesses are clearly upwardly biased.
DI SCOUNTED CASH FLOW METHOD

Moving to the DCF method: Dr. Waters
and the two sets of Foothills' w tnesses al

1458
APMC Arg.
(Mor el and)

undert ook DCF anal yses. However, Dr. Waters

concl uded that the results which he obtained (which
were sonewhat below the results for his Equity Risk
Prem um nmet hod) were not suitable for use at this
time.

Dr. Sherwin and Ms. MShane did not
totally disregard their results, giving them 10 per
cent weight (Dr. Sherwin/M. MShane Additional and
Rebuttal Evidence, page 6).
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VWhile Ms. MLeod did not specify the
wei ght that she gave to her DCF results, it had to
be rather | ow, inasmuch as she acknow edged gi vi ng
primary wei ght to the Equity Ri sk Prem um Test, the
remai nder being di vided between the DCF and the
Conpar abl e Earnings tests.

It is APMC s view that the current
applicability of the historical results of both the
DCF and Conparabl e Earnings Tests are highly
dependent upon the prospects for growth in
corporate earnings.

Dr. Waters has made it clear that those
prospects are bleak -- a view that he has
consistently put forward to this Board for nore
than two years, as you know.

Dr. Sherwi n acknow edged that the

1459
APMC Arg.
(Mor el and)

Consensus Forecasts upon he and Ms. MShane have

relied (although not exclusively) in formng their

own forecasts have consistently overestimted

growmh in economc activity over the past two years

(6T933-937).

As discussed earlier, Dr. Sherwin and
Ms. McShane al so acknowl edged, in their Additiona
and Rebuttal Evidence, the imensity of the
uncertanti es associated with the future
profitability of Canadian industrial corporations.

Ms. MLeod, on the other hand,
acknow edged that ScotiaMLeod' s forecasting record
has been both extrene (in relation to other
forecasts of other contributors to the Consensus
Forecasts) and she has al so acknowl edged that the
Scoti aMcLeod forecasts have been wrong.

In summary, on the witnesses' results
fromthe DCF test, the APMC submits that they
shoul d be given no weight. This position stens
fromthe absence of evidence that growh rates in
ear ni ngs, dividends, and book val ues, based on
several years of historical data, will have a
sufficient base of future earnings to provide a
meani ngful growth in dividends.
Equity Ri sk Prem um Met hod
1460
APMC Arg.
(Mor el and)
Finally on the tests, M. Chairnman, the
Equity Ri sk Prem um nmet hod

As you know, Dr. Waters and both sets
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of Foothills' witnesses relied upon the results of

their application of this test. Dr. Waters, as you
know, relied upon it exclusively; Ms. MLeod gave

it primary weight; and Dr. Sherwin and Ms. MShane

gave it 60 per cent weight.

The application of the test by
Dr. Waters and Ms. MLeod involved estimates of
three paraneters:
(i) the base Iong term Government of
Canada bond vyi el d;
(ii) the equity market risk prem um
and
(iii) the risk of an investnent in
Foothills' common equity relative to
that in the equity market as a whole.

While Dr. Sherwin and Ms. McShane al so
used this approach, they added two versions of what
they I abel the "DCF-equity risk premuni test, as
wel | .

(i) The base long term Governnment of Canada Bond

Yield
I would like to talk for a nonment about
1461
APMC Arg.
(Mor el and)

the base | ong-term Governnent of Canada bond yi el d.

As you have heard, Dr. Waters utilized
a range of 7-3/4 to 8-1/4 per cent for the 1993
Test Year. You also heard himindicate, in his
updating remarks, that in view of all of the val ues
experienced in 1993 to date and the current | evel
the likelihood of the range exceeding 8 per cent
was extremely | ow.

Ms. MLeod, in her Updating Testinony,
utilized a rate of 8.2 per cent (MlLeod Updating
Evi dence, Page 1).

Thi s val ue represented an average of
the yields which have materialized to date in 1993
and ScotiaMcLeod' s forecast for the remai nder of
1993. Those forecasts are 7.85 per cent for the
third quarter and 8.40 per cent for the fourth
quarter (Schedule 1 of Ms. MlLeod' s Updating
Evi dence) .

During cross-exam nation, Ms. MlLeod
acknowl edged that |ong term Government of Canada
bond yields were in the order of 7.6 per cent at
the time of her appearance, and that ScotiaMLeod
had provided forecasts over 1992 and 1993 to date
whi ch were consistently upward biased (5T803-809).

Dr. Sherwin and Ms. MShane concl uded,

file///Cdrew/docsRH193v08.htm

2/14/00 12:43 PM



NEB/ONE-Hearing Transcript-Transoription daudienceRH-1-93-Valume 8

89of 116

W NP

15
16
17
18
19
20
21
22

23
24
25

13
14
15
16
17
18

19
20

1462
APMC Arg.
(Mor el and)
in their Additional and Rebuttal Evidence, at page
3, that an "... average yield of about 8 per
cent..." would apply to 1993.

The APMC subnits that the Board should
conclude that a value of 8 per cent maximumis
applicable to 1993. Ms. MLeod' s 8.2 per cent
value is upward biased, given the clear bias that
has prevailed, both in absolute and relative terns
(that is, relative to other forecasting
organi zations), in ScotiaMLeod' s interest rate and
pre-tax profit forecasts.

(ii) The Equity Market Ri sk Prenmium

The second of the paraneters that were

reviewed was the equity market risk prem um

Dr. Waters utilized a value of 4-1/2
per cent maxi mum In her Original Evidence,
Ms. McLeod appeared to adopt a value of 5 to 7 per
cent, although her subsequent conputation of the
Foothills"'" risk prem um (300 to 350 basis points)
suggested that she was probably concentrating on
the lower end of that 5 to 7 per cent range (MLeod
Evi dence, page 43).

In her Response to an NEB IR

Ms. MLeod adopted a mininmum value of 5 per cent

for the equity market risk premium Dr. Sherw n
1463
APMC Arg.
(Mor el and)

and Ms. McShane arrived at the val ues bracketed by

Dr. Waters' maxi mum and Ms. MLeod's m ni mum

(Evidence of Dr. Sherwin and Ms. MShane, page

C 14).

The APMC subnits that Dr. Waters' 4-1/2
per cent maxi mumis the appropriate val ue.
Dr. Waters determned this value on the basis of
geonetric nean values for the equity risk preniuns
realized by investors in Canadian equity narkets
and on | ong-term CGovernment of Canada bonds over
the period 1926 to 1992 and the sub-period 1950 to
1992.

Dr. Waters adopted a value of 4-1/2 per
cent because he gave weight, and | quote, "...to
the sonmewhat higher result fromthe U S. market
over the (1926-1992) period (5.4 per cent) and to
the Canadian result of 4.3 per cent for the 1950 to
1992 period..." (Ex. C1-16, p. 52).

In discussing Dr. Waters' use of
historical data in arriving at his estimate of the

file///Cdrew/docsRH193v08.htm
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equity market risk premum M. Lutes nmade a
conment this norning which is best probably
characterized as "odd". M. Lutes tal ked about

Dr. Waters' "skewing" his results by continuing to
update his data; that is, adding nore recent years

1464
APMC Arg.
(Mor el and)

to his data series.

M. Chairman, one is hard put to see
why a witness -- particularly an expert w tness,
relying on statistical analysis of these issues --
shoul d be criticized for providing current data, as
current data as possible, particularly when his
anal ysis deals specifically with the inplications
of those updates, as Dr. Waters' did.

In cross-exam nation by M. Lutes,
Dr. Waters was questioned on the fact that he no
| onger nmekes an adjustment for two itens. The
first itemwas the shortfall between the returns
achi eved by investors fromlong term bonds and
their prospective yields; the second was the
recognition of the purchasing power risk prem um

Dr. Waters nade the followi ng coments
on this matter in his Evidence, at pages 52 and 53
and | quote:

" addi ng the estimte of 4.5 per
cent to the yield on a |long-term bond
not indexed for inflation (as | do at a
later point) could result in an
overstatement of the investors'
required rate of return for the equity
mar ket portfolio. The overstatenent

1465
APMC Arg.
(Mor el and)

woul d be equal to the anmount by which
the currently required purchasi ng power
ri sk prem um conmponent of |ong-term
bond yields (estimated to be 75-125
basi s points) exceeds the sum of two
items: (1) the amount contained in

achi eved rates of return on bonds for
havi ng borne this risk and (2) the
prospective conpensation, if any,
required by equity investors for
bearing the risk. Estimation of the
appropri ate amount of both adjustnments
woul d be difficult and conditional on a
nunber of contentious assunptions.

Accordingly, | (Dr. Waters) have not
made any quantitative all owance for the
net purchasi ng power risk premumin
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18 | estimating the Equity Ri sk Prem um for
19 | the equity market portfolio."
20 | Havi ng said that, M. Chairman,
21 | Dr. Waters did not, however, ignore the purchasing
22 | power risk premumin arriving at his conclusion as
23 | to the reasonabl eness of the risk premnmi um avail abl e
24 | to Foothills' owners inherent in his recommended
25 | rate of return.

I

I

I
1 | He tells you in his Evidence, at page
2 | 53, and | quote
3 | " | have, however, considered the
4 | estimated size of the purchasing power
5 | risk premium (75 to 125 basis points)
6 | in assessing the risk prem um which
7 | woul d be achi evable by Foothills
8 | owners if ny recommended rate of return
9 | were accepted by the Board. The reason
10 | for recogni zing the purchasi ng power
11 | risk premium at that stage of the
12 | analysis is that neither of the two
13 | adj ust ment s descri bed above are
14 | relevant in this context. The first
15 | item (i.e., the anpunt contained in
16 | achi eved rates of return for having
17 | borne the purchasing power risk) is
18 | irrel evant because the context does not
19 | involve a historical determ nation
20 | sinply involves exanining what is in
21 | store for investors if a particular
22 | rate i s awarded

|

I

|
23 | The second item-- prospective
24 | conpensation, if any, required by
25 | equity investors -- is not relevant

|

I
1 | because the context is restricted to
2 | the prospective premiumto Foothills'
3 | i nvestors, not equity investors as a
4 | whole. Even if the latter were to bear
5 | purchasi ng power risk to sonme degree
6 | and require conpensation for so doing,
7 | it is not arisk borne by Foothills'
8 | owners. The ease and speed with which
9 | Foothills' rate of return can be
10 | changed with changes in inflationary
11 | conditi ons nakes Foothills' rate of
12 | return inpervious to inflation, for al
13 | practical purposes.”
14 | A final matter, M. Chairman

91 of 116

APMC Arg.
(Mor el and)

APMC Arg.
(Mor el and)
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concerning the purchasing power risk premumis the
two comments made by Dr. Sherwin and Ms. McShane in
their Additional and Rebuttal Evidence (page 9-10)
with respect to Dr. Waters' estimate of the 75 to
125 basis points for the prem um

Firstly, they conclude there presently

exi sts no purchasing power risk prem umin Canadi an

long termbond yields. They reach this conclusion

by matching the nost recent "consensus" forecast of

long terminflation published in June of 1993 but

made as of April of 1993 (As stated by Ms. MlLeod
1468
APMC Arg.
(Mor el and)

at 5T801) with the yield prevailing in August of

1993.

During that period, the yields on
10-year Governnment of Canada bonds fell
substantially, as shown in Dr. Waters' Evidence at
Tabl e 14, which he updated

Accordingly, what Dr. Sherwin and Ms.
McShane have done is combine an inflation forecast
made in April with an August yield. Since the two
val ues are not contenporaneous, there is no basis
upon which to arrive at their conclusion

Dr. Sherwin's and Ms. MShane's second
point on this issue is that a "country risk
prem uni exists against which no utility can be
prot ect ed.

This may be so, but it is not gernmane
to Dr. Waters' analysis. Nowhere did Dr. Waters
make any adj ustnent to his reconmended rate of
return for the fact that Canadi an | ong-term bond
yi el ds exceeded those for U. S. Treasury bonds. In
effect, the incremental return on Canadi an bonds is
i ncorporated in the recommended return for
Foothills.
(iii) Adjustnment for the Relative Risk of Foothills
The third and final paraneter in the
1469
APMC Arg.
(Mor el and)
devel opnent of the Equity Risk Premiumis the
adj ustmment for the relative risk of Foothills.

As you know, Dr. Waters utilized a
relative risk factor of .5 for his |owest risk
utility group.

The result was a risk premium as you
have heard, of 2.25 per cent, to which Dr. Waters
added 25 to 50 basis points to conpensate for the
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incremental risks, if any, perceived by investors
for an investment in Foothills.

The end result -- that is, a result of
2.5 to 2.75 per cent for Foothills -- is equivalent
to viewing it as having a relative risk to the
mar ket of .55 to .60 (2.5/4.5 to 2.75/4.5).

Dr. Sherwin and Ms. McShane concl ude
that the relative risk of Foothills is .7.
Together with a 5 per cent market risk prenm um
this results in an Equity Ri sk Prem um of 3.5 per
cent, which they say is to be acconpanied by a 35
per cent conmmon equity ratio (Evidence of Dr.
Sherwi n/ Ms. McShane, p. C-16).

Ms. MLeod, on the other hand, appears
to have arrived at a similar conclusion. Her
estimate of the Foothills' premiumis 3.0 to 3.5
per cent (Ms. MLeod' s Evidence, p. 43).

1470
APMC Arg.
(Mor el and)

Dr. Sherwin and Ms. MShane al so
undertook two anal yses which they characterized as
"DCF-risk premumtests”. The end result of these
tests in an estinate of the premiumrequired for a
utility.

Dr. Waters has provided a critique of
these tests in section 9 of his Evidence.
Dr. Sherwin and Ms. McShane provide a spirited
rebuttal, at pages 12 to 16 of their Additional and
Rebuttal Evidence; and they were cross-exani ned on
these tests at transcript Volunme 6 (6T955-964).

M. Lutes nentioned this norning that
one of the purposes of Dr. Sherwi n and
Ms. McShane's DCF risk premumtests was to neasure
the inverse relationship between the |evel of
interest rates and the magnitude of the Equity Risk
Prem um

This is, in nmy subm ssion, a very
worthy objective. W hear a great deal about this
i ssue in these proceedings.

Unfortunately, there are many worthy
obj ectives that are not always furtherable by
statistical analyses, and unfortunately this is one
of them

Dr. Waters, in his Evidence, in Section

1471
APMC Arg.
(Mor el and)

I X, provided a critique of the efforts undertaken
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Ri sk Prem um

Sherwin and Ms. McShane on this, and he had
the following to say about the matter of the
inverse relationship between |ong-term bond rates
and equity risk permium and | quote:

"The discussion... of investor tax
rates suggests that the relationship
between interest rate | evels and the
size of the Equity Ri sk Premium while
difficult to estimate is, nevert hel ess,
relatively straightforward.

Recogni zi ng, however, that the
inplications for the relationship of
ot her factors discussed previously are
not straightforward, it would be
i nappropriate to conclude an inverse
relationship will necessarily
mat eri alize after appropriate
recognition is given to factors such as
the purchasing power risk prem um

Wth respect to reliance upon the
results of the historical studies that
have been undertaken on the subject, it
is prudent to bear in mnd that
econom ¢ rel ationships are inevitably

1472
APMC Arg.
(Mor el and)

nore conplex than the enpirical nodels
utilized in estimating the

rel ati onships. Sel dom captured
effectively in the enpirical nodels are
the effects of the many

i nt erdependenci es anong the expl anatory
variables. The result is that

rel ati onshi ps which appear to be
supported by the data froma particul ar
time period are often found to be nuted
or non-existent in others. It is
therefore inperative that the current
applicability of any economc

rel ati onship which appears to have

exi sted "on average" over sone
historical period be critically
assessed in the context of current
circunstances. O herw se, the
happenstance of differences between
current circunstances and those
prevailing when the estinmates were
established will, as often as not, |ead
to i nappropriate concl usions."

The APMC subnits that the follow ng

with respect to the various estimtes of the Equity

1473
APMC Arg.
(Mor el and)
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1. Dr. Waters' estimate is clearly
conservative, in the sense that it is higher than
is necessary. His relative risk factor of 0.5
for his lowest risk utilities is based on five
statistical nmeasures of relative share price and
earnings volatility. The reasonabl eness of
Dr. Waters' adjustnment factor was discussed in
his response to Board IR No. 1, Q 63, and
augmented by Dr. Waters whil st under
cross-exam nation by M. Lutes.

2. APMC submits that, unlike
Foothills' wi tnesses, Dr. Waters did not rely on
the historically achieved rates of return on the
TSE Uilities Index or the TSE Gas Pipelines
I ndex.

Dr. Waters' reasons for not relying
upon such data are given in his evidence, at pages
58 and 59. Basically his position is that "the
difficulty with such approach is the tendency for
share prices, and hence the achi eved rates of
return of individual conmpanies and of narrowy
defined industry groups to deviate, often for
extended periods of tinme, fromthe val ues which
woul d be consistent with their perceived risks"

M. Priddle, you may recall that
Dr. Waters el aborated upon this difficulty in his
response to questioning fromyou on the final day
of the proceeding.

3. The APMC subnits that the use of
historically achieved risk prem uns as a basis
for estimating the prospective prem um poses
problens -- a matter which was di scussed agai n by
Dr. Waters in response to your questi oning,

M. Priddle, at Transcript 1183-1185 and
following. However, there is a way, albeit not
wi thout difficulties of its own, to assess

i nvestors' views as to the reasonabl eness of
recomrended utility equity risk prem uns.

This was discussed by Dr. Waters with
M. Priddle (7T1286-1288), with particul ar
reference to the awards nmade to B.C. Gas and Nova
Scotia Power within the |ast 13 nonths.

4. The DCF risk prem um estimates
provided by Dr. Sherwin and Ms. M Shane suffer
froma nunber of flaws which have been identified
in Dr. Waters' critique. (Dr. Waters' evidence,
Section 9.) O particular note is their use in
the second DCF study -- that is the new DCF study
that they have undertaken -- of a constant 6 per
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1474
APMC Arg.
(Mor el and)

2/14/00 12:43 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-1-93-Vaume 8

9% of 116

[N

ook~ w

[
R O ®© o~

12
13
14
15
16
17
18
19
20
21
22

23
24
25

O~NO UL WNPE

1475

APMC Arg.
cent retained earnings growh rate based on a (Mor el and)
25-year average.

This norning M. Lutes suggested that
Dr. Waters' concentration on the item of retained
earni ngs was mni spl aced because investors | ook at
ot her indicators of growh.

That may be so. But it is worth
pointing out that it was Dr. Sherwi n and
Ms. McShane, not Dr. Waters, who gave 75 per cent
wei ght, in their DCF study No. 2, to retained
ear ni ngs growt h.

At page 13 of the Additional and
Rebuttal Evidence of Dr. Sherwin and Ms. MShane
they state that " the nore recent experience
probably understates investors' expectations."

There is not, so far as one can tell
any evidence to support this assertion. As
di scussed by Dr. Waters in his evidence (pages
73-74), the evidence points in the opposite
direction, particularly since the growh rate given
the greatest weight -- that is, 75 per cent weight
-- is a 6 per cent retained earnings growth rate.

5. When all is said and done, the risk
prem uns which materialize fromDr. Sherwin's and
Ms. McShane's anal yses for the past six years --

1476
APMC Arg.
(Mor el and)

the historical period npst conparable to today's
interest rate and prospective inflation
conditions -- are in the order of the val ue
utilized by Dr. Waters. The average preni um from
their DCF Study No. 1 for the period 1987 to 1992
is 2.2 per cent, while the average from Study No.
2 is 2.8 per cent. (Evidence of Dr. Sherwin and
Ms. McShane, Schedule 17 page 1 and Schedule 19
page 1.) G ven the obvious bias in the second
study resulting fromgiving 75 per cent weight to
t he unchangi ng 6 per cent retained earnings
growmh rate, the 2.2 per cent value from Study 1
is the only one which has any merit, in ny
subm ssi on.

Fl ot ati on Costs.

The last issue | would |ike to discuss
in respect to return on equity is flotation costs.
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The final elenment entering into the
determ nation of a fair return on equity is the
appropriate all owance for the costs of dilution
shoul d that be necessary for Foothills to tap
financial markets for additional equity capital

In his Evidence, Dr. Waters indicates

that the need for such an allowance is arguable

and, in any event, no nore than a few basis points
1477
APMC Arg.
(Mor el and)

need be added for this purpose. Dr. Waters

el aborat ed upon his position in Response to Board

I nformati on Request Nunber 9 -- and | will not

repeat that here.

As you know, Dr. Waters has
i ncorporated a cushion of 25 to 50 basis points in
his recommended rate of return, to allow for a
variety of uncertanties. The rationale for, and
the estimation of, that addition was expanded upon
again in response to Board Information Request No.
1, and in response to questioning from M. Priddle
on the final day of this hearing.

The bottomline is that any need for a
protection fromdilution is, in ny subm ssion
subsurmed within the 25 to 50 basis point
i ncremental cushion.

I would like to nmove, briefly, to the
final matters, being, firstly, the Can- Am
prelimnary costs.

Can- Am Prelim nary Costs.

The APMC's interest in pursuing the

i ssue of prelimnary costs in relation to the

Can- Am project was to satisfy itself that those

costs had a direct, or at mininum an identifiable

and sufficient nexus to the project which was
1478
APMC Arg.
(Mor el and)

eventual |y undertaken for the benefit of the

Foothills' system

The concern arose fromthe fact that
the costs incurred were in respect to prelimnary
studi es and a pipeline application relating to a
project other than the project which eventually
pr oceeded.

The APMC s concern about the connection
bet ween the incurrence of these costs and the
degree of system benefit is not -- and | hope
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M. Pierce will be gratified to hear -- indicative
of a policy on the part of the Governnent of

Al berta that it is opposed to Foothills pursuing
new projects which will expand its pipeline. The
APMC's concern is that, prior to having those costs
pl aced into rate base, the Pipeline be able to
establish, to the satisfaction of the Board and
Interested Parties, who are entitled to test these
matters, that there is a reasonable and sufficient
connection between the costs incurred and the
event ual expansion.

The conpany indi cated, through
M. Pierce, that "out of alnpbst every project, you

| earn sonething that will help you sonewhere el se"

(3T481)
1479
APMC Arg.
(Mor el and)

In the view of the APMC, the inclusion
of prelimnary costs into rate base should only
take place if sonething nore tangible is
establ i shed, and the conpany can establish how the
wor k undertaken has been utilized in the ultimte
proj ect.

Foothills was prepared to indicate that
inits viewall of the costs incurred and studies
undertaken in respect to the Can- Am proj ect
resulted in the final facilities which were
constructed (3T479-80).

On the basis of Foothills' assurance
that all of the costs incurred resulted in the
final project being constructed, the APMC does not
oppose the inclusion of the costs in rate base, but
woul d echo the position expressed by M. Yates this
nmorni ng on behal f of CAPP -- that "it", the APMC --
trusts that the Board will examine these costs
careful ly.

The APMC does remain concerned about
t he accounting treatnent of the Can-Amrel ated
costs since Foothills was directed by the Board to
defer the amount into Account 172 in 1985.

Foothills has been earning, as you have
heard, a return and charging a tax expense in

1480
APMC Arg.
(Mor el and)

respect to this anount (1T143).

Pursuant to the Gas Pipeline Accounting
Regul ations, it appears to the APMC that bal ances
in Account 172 are intended to be deferred, and can
be brought forward either for inclusion into plant
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accounts in the event a project proceeds, or booked
as an incone deduction in the event the project
does not proceed. The APMC requests that the NEB
clarify whether or not Foothills has been entitled
to collect return and associ ated tax expense in
respect to the deferred anmount, as Foothills
suggests.
Def erred Tax

Briefly on the issue of deferred tax,
the APMC, |ike CAPP, is in the position of seeking
a raincheck on the determ nation of the deferred
tax issue in this proceeding.

The APMC and CAPP received rel evant
deferred tax information late in this process as a
result of the Board directing Foothills to file a
response to APMC- CAPP | nformati on Requests 25.4 and
25. 6.

The APMC appreciates the fact that
Foothills' deferred tax bal ance conprises a
significant conponent of Foothills' rate base
1481
APMC Arg.
(Mor el and)
relative to the Westcoast and TransCanada systens.

As a result of the relatively |arge
magni tude of the deferred tax bal ance, the need to
further evaluate the information received, in
consultation with experts, and the desire that
Foothills be given an opportunity to discuss the
i mpact of drawdown with its financiers, the APMC
requests that the Board not nmke a determnination on
this issue at this tinme, but does request that
Foothills be directed to report to the Board and
Interested Parties the outcome of discussions it
has with its lenders related to the financing
i mplications of various drawdown scenari 0s.
Application of | ROR

Very briefly in respect to the
application of the IROR the APMC supports the
request made by Foothills that the | ROR not apply
to expansion facilities added to its system since
the original line was placed into service. The
APMC supports the position taken by Foothills on
the | egal basis upon which the Board can grant that
request as well, and I will not add anything to
what M. Lutes told you this norning.

Reasons for Decision

Finally, M. Chairman, as indicated in
1482
APMC Arg.
(Mor el and)
the evidence of the APMC, it urges the Board to
provi de Reasons for Decision in respect of this
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proceedi ng which are as conprehensi ve as possi bl e.

As M. Priddle observed, perhaps the
devel opment of a body of evidence and the crafting
of a decision in this process will help to
facilitate settlenments in the future (4T634).

Along with the body of evidence which
has been generated through the process, the APMC
bel i eves that clear and detailed findings on the
matters in issue in this process are critical to
the facilitation of future negotiations.

Foothills expressed sone frustration
with CAPP in attenpting to resolve these issues
short of the hearing process (4T624ff).

M. Chai rman, the APMC was al so engaged

in those discussions, and believes that, with ful
and compl ete Reasons fromthe Board, and a nore
free flow of information, such as the deferred tax
mat eri al which was provided in response to the
Board's direction, the negotiation process (which
think we are all attenpting to advocate and
promote) could only be inproved in the future.

Sir, those are ny remarks on behal f of
the APMC, subject to any questions that you m ght

have.

THE CHAI RMAN:  Thank you
Ms. Morel and. The Board has no questions.

MS. MORELAND: Thank you
M . Chairman.

MR. LUTES: M. Chairman, if there
are no other parties who wish to argue, we woul d
like to have the opportunity to present a very
brief reply argunent. If it would be acceptable to
the Board to adjourn until two o'clock, we could
probably count on being done in 30 minutes to 45
nm nut es.

THE CHAI RMAN: That is quite
acceptable, M. Lutes.

MR. LUTES: Thank you
M . Chai r man.

THE CHAI RMAN:  We wi |l adj ourn now and
reconvene at two o' cl ock.
-- Luncheon recess
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| 1484
1 | --- Upon Resuni ng
2 | MR. LUTES: Good afternoon
3 | M. Chai r man.
I
4 | THE CHAI RVAN:  Good afternoon
5 | M. Lutes.
I
6 | MR. LUTES: If there are no
7 | prelimnary matters, M. Chairnman, | will comence
8 | Foothills' Reply Argunent.
I
9 | THE CHAI RMAN: Pl ease proceed,
10 | M. Lutes.
I
I
I
11 | REPLY ARGUVMENT ON BEHALF OF FOOTHI LLS PI PE LI NES
12 | LTD. :
13 | MR. LUTES: M. Chairman, |istening
14 | to ny friend's argunents this norning, we continue
15 | to hear the argument that sonmehow the Prebuild
16 | Proj ect gets sone special protection fromthe risks
17 | that other gas exporters have to absorb, and these
18 | are, broadly speaking, in the formof these
19 | assurances and these guarant ees.
I
20 | I would like to ask you to do this: In
21 | your own m nds, you have got to accept that the
22 | fact that M. Yates says that that is the case does
23 | not nake it so. CAPP and APMC have not
24 | denonstrated any practical effect that these
25 | so-cal | ed assurances and guarantees wi |l have for
| 1485
| FHPL Reply Arg.
| (Lut es)
1 | Foothills, as it now faces all of the risks of the
2 | mar ket pl ace.
I
3 | The assurances and guarantees did ease
4 | the transition that Foothills had to go through in
5 | t he mar ket pl ace, but they have in no way affected
6 | the outcone of the changes that have taken place.
I
7 | And again, he referenced Order 380 and
8 | the exenption that Foothills' custonmers received.
I
9 | Yes, Northwest Al asakan's Tariff was
10 | exenpted fromthe inpact of 380. But the
11 | interstate pipelines custoners were inpacted.
12 | Those custoners were relieved of their obligations,
13 | and the interstate pipeline customers could not
14 | performtheir obligations to Northwest Al aska.
I
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15 | Why did we have the force mmjeure

16 | claims by United? Just ask yoursel ves.
I

17 | There is not one concrete exanple

18 | of fered by CAPP or APMC about how Foothills

19 | business risks will be different today as a result

20 | of those assurances.
I

21 | In fact, M. Yates should have |istened

22 | to nmy cross-exanination. | cross-examn ned

23 | M. Nettleton about Order 256, and | read to

24 | M. Nettleton about Order 256-A.
I

25 | M. Yates said to you this norning: And
| 1486
| FHPL Reply Arg.
| (Lut es)

1 | unl i ke other Canadi an gas exporters, Foothills got

2 | exenpted fromthe inpact of Order 256.
I

3 | Order 256-A clearly stated that Order

4 | 256 did not apply to Canadi an gas exports. But for

5 | the special assurances, the sales by Northwest

6 | Al asakan woul d have been inpacted by Order 256
I

7 | So the only thing that happened in that

8 | regard was that, at the end of the day, Foothills

9 | ended up where all of the other Canadi an gas export

10 | pi pel i nes ended up, insofar as Order 256 was

11 | concer ned.
I

12 | Let me make a few conments about the

13 | eclectic use of the load factors and the vol unes.
|

14 | In 1983, we had |low load factors. |In

15 | 1984, we had low | oad factors. |In 1985, we had | ow

16 | |l oad factors. In 1992, we have high |oad factors.
I

17 | Ms. Moreland and M. Yates equate the

18 | condi tion of our business today, the condition

19 | typified by today's high | oad factor, with

20 | Foothills business risks. There is no conparison

21 | and no necessary correlation between today's

22 | condi tion and the business risks which Foothills

23 | faces.
I

24 | Just go back to square one. In 1980,

25 | Foot hills had back-to-back contracts with | arge
| 1487
| FHPL Reply Arg.
| (Lut es)

1 | interstate gas pipeline buyers. Those buyers were

2 | pernmitted to roll-in the high cost of Canadi an gas

3 | with their gas supply, which had a generally | ower

4 | cost. And that was permitted by regul atory order

5 | And the third thing that the Project had is it had

6 | the assurance that there would be no regul atory
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interference with those arrangenents.

We all know that the market conditions

whi ch existed in the 1980s, in the early 1980s,
resulted in low | oad factors. But despite the |ow
| oad factors, Foothills never once failed to
recover its demand charges.

Why didn't Foothills fail, or why did

Foothills recover its demand charges in the face of
those |l ow | oad factors?

It was because of the existence of the

back-to-back contracts, the roll-in of those costs
by the interstate pipelines, and no regulatory
intervention that enabl ed those pipelines to pay
the demand char ges.

If those circunstances reoccurred
t oday, who woul d pay the denmand charges?

There is no interstate pipeline
standi ng down there to pay the denmand charges and
then roll theminto their costs.

The | oad factors are a red herring.
None of our shippers today have the ability to pay
our demand charges and then roll those costs into
sonme other form of revenue collection. That is the
difference. That is what has happened

Now you say: You are operating at a
90- percent |oad factor today.

Again, that is today's business
condition. The only thing that we know for sure is
that things will change tonorrow -- and the changes
may be good and the changes nmay be bad. But
circunstances can arise in the marketplace which
can adversely affect the ability of Al berta gas
producers to market gas in those markets. That can
happen. And when it happens, we won't have United
or Panhandl e, or Northern Natural to pay the demand
charges and roll theminto their costs. W wll
have to manage our own probl emns.

M. Yates says: Qur tolls are | ower
than they were, and Foothills transportation
contracts are |onger

Okay. We agree with that. The tolls

may be lower, but we are still the highest cost
transporter into every market that the gas on our
systementers. The price of gas is |ower today

1488
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FHPL Reply Arg.

I
| (Lut es)
1 | than it was in 1980, and 1981, and 1982.
I
2 | So again, it is eclectic thought. But
3 | lower...? It has to nmean sonmething in the context
4 | of the risks that we are talking about. It has to
5 | mean sonmething in the context of the delivered cost
6 | of gas into the market and the price that the gas
7 | commands and what the conpetition is in that
8 | mar ket .
I
9 | Qur contracts may be |onger. They may
10 | be longer. But in 1980, Foothills was protected by
11 | contracts and downstream arrangenents which
12 | extended for the entire depreciation life of the
13 | asset.
I
14 | You will renenber that earlier in ny
15 | argument this norning | mentioned that it was a
16 | condition inposed on the financing of the Project
17 | that the loans be self-liquidating over the life of
18 | proj ect.
|
19 | It does not matter that the contracts
20 | may be slightly |longer today. By conparison to
21 | what existed in 1980, it did not matter, and it
22 | does not nmtter.
I
23 | M. Yates did something very
24 | interesting this norning. He did not even meke a
25 | pretense of trying to deal with our argunments about
| 1490
| FHPL Reply Arg.
| (Lut es)
1 | our conparative risks. He blew by TransCanada; he
2 | did not tal k about Westcoast; and he did not talk
3 | about ANG Instead, he pulled out of the hat TQM
I
4 | That surprised us, and it surprises ne
5 | now, because there is not nuch on the record about
6 | TOM  There were a couple of Information Requests,
7 | I think, fromthe Board.
I
8 | But we do know some things about TQM
9 | and | will start by saying that |I think that TQMis
10 | the | east comparable pipeline to Foothills, of al
11 | t he pi pelines.
I
12 | TQOM has one shipper with a long-term
13 | contract, and TransCanada is that one shipper, and
14 | TransCanada is one of the |argest and nobst-powerful
15 | conmpanies in this country.
I
16 | And despite only having one shi pper,
17 | with one contract, with one of the |argest
18 | conmpani es in Canada, TQMis only a Triple-B
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19 | credit.
I

20 | You know, when | thought about the TQM

21 | argurment, it renminded me of sonething el se

22 | M. Yates said: Foothills has nore shippers today

23 | than it did in 1980, and it is, therefore, |less

24 | risky.

I

25 | And | thought: Gee, | read a couple of
| 1491
| FHPL Reply Arg.
| (Lut es)

1 | Press Rel eases | ast week. Last Friday TQMissued a

2 | Press Rel ease, and said that Oynmpia & York

3 | Devel opnents had contracted for 50 per cent of the

4 | capacity on the TQM system and TransCanada had

5 | relinqui shed that capacity. And on Monday | read

6 | anot her Press Release. It was from CAPP, and it

7 | stated: "Now that TQM has diversified its shipper
base, CAPP will be applying to the National Energy

8 | Board to reduce its equity ratio, because its risks

9 | are | ower."

10 | That is the type of |ogic that

11 | per neat es the whol e CAPP/ APMC position: Foothills

12 | has nore shippers; ergo, it is less risky.

13 |
| You cannot conclude that. | am not

14 | going to repeat why. It should be as obvious to

15 | M. Yates why you cannot conclude that as it is to

16 | me, and | hope it is to you.

17 |
| He nmakes the conparison of TQM havi ng

18 | TransCanada as a shipper, and he says "Just |ike

19 | Foot hills has NOVA as a shipper in Zone 6".

20 |
| Well, | don't know where he was during

21 | the cross-exam nation of our w tnesses, but |

22 | thought it was him-- and if it was not him it was

23 | soneone else. W nade it very clear. He did

24 | acknow edge that NOVA had short-term arrangenents,

25 | 1492
| FHPL Reply Arg.
| (Lut es)
| relatively short term

1]
| But the evidence is absolutely clear:
2 | yes, NOVA is the shipper on Zone 6. But on the
3 Pan- Al berta vol umes, they have a one-year
4 | arrangenment. And any tinme they elect on one-year's
5 | notice, they are gone, and we are back to the
6 | original arrangenment. And on the bal ance of the
7 | vol umes, they have a four-year arrangenent.
8 |
I
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1494
FHPL Reply Arg.

9 | And of the 600 mllion a day that NOVA
10 | shi ps that goes to TransCanada, | assune half that
11 | gas goes to the export market, just as half of
12 | TransCanada's gas goes to the export nmarket.
I
13 | There is no significant relationship
14 | bet ween Foot hills business risks in the export
15 | mar ket and the fact that NOVA ships 600 million a
16 | day over and above the Zone 9 volunes to
17 | Tr ansCanada.
I
18 | One of the argunents that was nade by
19 | Ms. Moreland -- and we heard this during Board
20 | Counsel's exanmination -- is that gas delivered on
21 | Foothills into the U S. Mdwest accesses all of the
22 | Lower 48 states.
I
23 | I don't know whether that is so or not,
24 | and | amnot sure that the record is clear on
25 | whet her that is so. But accepting that it is, | am
| 1493
| FHPL Reply Arg.
| (Lut es)
1 | not sure what one is to conclude fromthat.
I
2 | Does the fact that gas shipped on the
3 | Prebuild into the Mdwest has to be sold in 48
4 | states make Foothills less risky than, for exanple,
5 | the gas which TransCanada sells under |ong-term
6 | contracts into one nmarket in the U S. Northeast?
I
7 | I think not. | think not.
I
8 | We do know that gas is sold mainly into
9 | spot markets, and | assunme the reason it is sold in
10 | so many states is that it does not have a home. It
11 | has to be sold in a lot of states, and it has to
12 | bear the additional incremental costs of
13 | transportation in noving out of the Northwest into
14 | all the states in which it is sold.
I
15 | One woul d think that, given the fact
16 | that Foothills is already the high cost transporter
17 | into the U S. Mdwest, it would follow that that
18 | gas, as it noves into other markets beyond the U.S.
19 | M dwest, pays incremental tolls.
I
20 | So how conpetitive is it?
I
21 | You cannot conclude that Foothills is
22 | | ess risky than the other Canadi an gas exporters
23 | because its gas is sold in 48 states. That would
24 | lead me to conclude it is nore risky.
I
25 | One of the things we heard this norning
I
I
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is that Foothills did not seek a change inits
common equity ratio in 1984 and 1986. M. Yates
al so said that we were prepared to continue with
the existing tolls in 1993 and that, despite that,
we now need a 40 per cent increase in the equity
ratio.

I think I dealt, in part, wth why we

were here and why this is the right time to do what
has to be done with respect to the capita
structure of this conmpany, today. | did that this
morning. But | have sone comments on the argunents
t hat have been made.

Firstly, we are quite happy to be
here. W are quite happy to have this matter dealt
with. | think it is fair to say that had we not
been brought into this proceeding as a result of
CAPP's Conplaint in the spring of this year, we
woul d have been here on our own volition in 1994,

Having said that, let ne deal with the

1984/ 1986 argunent.

One only has to | ook at what Foothills

tolls were in 1984 and 1986 and the conditions that
it was facing with respect to United and the ot her
purchasers, and the difficulty which its shippers
wer e having noving gas into those markets and

restructuring their arrangenents, to understand why
Foothills and its Managenent el ected not to seek
hi gher equity ratios during that period of tinme.

I nstead, Foothills satisfied its higher

ri sk through seeking higher equity returns. And in
both 1984 and 1986, the Board recogni zed the higher
ri sks and provided an incremental return on comon
equity.

We were advised by our advisors to seek

an increase in our equity ratio. Foothills chose
not to. We do not think the fact that we chose not
to seek higher equity ratios in 1984 and 1986, or
1988, or 1990, or even until we were forced into
this proceeding in 1993, is any argunent which
woul d indicate that we are not entitled to have the
busi ness risks of this Conpany fully recognized in
determ ning what the appropriate equity ratio is.

We are not here today, as we have in
t he past, seeking an increnental equity return. W
now choose to have you consider our equity ratio in
t he context of our business risks.
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M. Chairman, the argunent is made that
we are inconsistent because we argue we need to be
conpetitive and yet we now seek a higher equity
ratio.
1496
FHPL Reply Arg.
(Lut es)
I think our wi tnesses answered that
question during the cross-exam nation. But
besi des, if you accept that argunent, then
Foothills could never seek an increase inits tolls
for any reason.

We have described to you, in sone
detail, why we think it is now appropriate to
increase the equity ratio. W think the steps we
have taken over the last two or three years -- with
the expansion, with the move to flowthrough i ncone
taxes, with the | ower depreciation rates, and,
frankly, the rather sharp decline in our tolls that
has resulted fromthose steps -- now nake it an
appropriate tine to consider this matter

M. Yates argues that the fact that we
were able to renegotiate our | oan agreenments in
1990 and reduce the bank spreads on those loans is
evi dence that we are financeable. And both he and
Ms. Moreland say: Foothills is in the commercia
paper market, and only lowrisk industria
conpanies are pernmtted into the comercial paper
mar ket .

What they should have said was: Only

Il owrisk industrial conpanies and banks are

pernmitted into the conmercial paper market --
1497
FHPL Reply Arg.
(Lut es)

because the evidence was absolutely clear that the

only basis that Foothills has to access the

comrerci al paper market is that its commercia

paper is fully guaranteed by its bank line

The commerci al paper programis part of
the Bank Loan Agreenment. It is an option available
to Foothills under the original |oan agreenents.

And any tinme Foothills chooses, it can draw down on
t he bank |l oan to redeemthe conmercial paper

Foothills access to the comrerci al
paper nmarket is not evidence of Foothills
stand-al one financeability. It is evidence that
the banks can access commerci al paper nmarkets.

How about the renegotiation and the
| ower spreads?
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I think there are a couple of things
you shoul d keep in nmind when we tal k about
renegotiating those |l oans. The renegotiations
i nvol ved a nunber of things, including an extension
of the basket clause, the depreciation rates, and
all of the other items that go into the Bank Loan
Agr eenment .

Significantly, one of the things that

Foot hills was not seeking was any new noney. So

what you were dealing with was a bank | ender who
1498
FHPL Reply Arg.
(Lut es)

al ready had his nmoney in the ground -- sort of sunk

costs. And the banks had as nmuch concern as

Foothills did at that time towards taking steps to

make the pipeline nore conpetitive and inproving

the marketability of gas flow ng through the

proj ect.

If you were the lenders to this
project, you would not want to end up owning a
pi peline that was itself not economic. So the
banks had their own self-interest at stake

And you cannot conclude, M. Chairman,
that because Foothills was able to get |ower
spreads, they saw the pipeline as any |less risky.

I think M. Nattress' Evidence is quite
clear that it was our view that the spreads
contained in the original agreenent were too high
and, in effect, unfair to Foothills.

And at the end of the day, why did the
banks renegotiate the depreciation rates and extend
the term of the basket clauses?

I think the answer is obvious, if you

think about it. The basket clauses are like a

ticking bonb, if you will. Banks don't want to

trigger the basket clauses. Nobody knows what

woul d happen if we depreciated the remaini ng assets
1499
FHPL Reply Arg.
(Lut es)

over the next four years. Wuld any of this gas be

mar ket abl e?

The fact that we were able to
renegotiate the bank | oans has nore to do with the
fact that the banks are into the project. It
rem nds ne of the old saying: "If you owe your
banker a $1,000, you've got a problem if you owe
him$l mllion, he's got a problem"
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1501
FHPL Reply Arg.

9 | The Banks are in the project, for
10 | better or for worse -- and we were not seeking any
11 | new noney.
I
12 | The next thing I want to deal with is
13 | the Joint Exploration Conpany.
I
14 | | am surprised that M. Yates woul d
15 | meke -- and if | mischaracterize what he said this
16 | nmor ni ng, | apol ogi ze, and | apol ogi ze to hi m now.
I
17 | As | understood himthis norning, he
18 | said that Foothills' ability to borrow $150 mllion
19 | for the Joint Exploration Conpany was evi dence that
20 | Foothills is financeable.
I
21 | And | am surprised that he woul d say
22 | that, given M. Dooley's evidence. And | would
23 | like to read it, because | think this is
24 | inmportant. It is inportant to understand what this
25 | transaction was all about, because it is a red
| 1500
| FHPL Reply Arg.
| (Lut es)
1 | herring; and it is inmportant because | think it
2 | characterizes APMC s and CAPP' s position in this
3 | proceedi ng.
|
I
|
4 | To me, it shows that they have played
5 | fast and | oose with the facts.
I
6 | Here is what M. Dool ey says:
7 | "By way of clarification, on that
8 | point with respect to the Joint
9 | Expl oration Conpany, this, as | pointed
10 | out yesterday, was an arrangenent that
11 | was made conpl etely outside of the cost
12 | of service arrangenents and the debt
13 | was borrowed in subsidiaries that were
14 | separate from our cost of service
15 | operating subsidiaries; and that debt
16 | was recoursed only, as M. Nattress has
17 | poi nted out, to the debenture issued by
18 | the Joint Exploration Conpany.
I
19 | That debenture, in turn, was fully
20 | guaranteed as to principal and interest
21 | by the maj or sharehol der in the Joint
22 | Expl orati on Conpany, which is a
23 | subst anti al Canadi an publicly-traded
24 | corporation that has investment grade
25 | credit ratings.
I
I
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| (Lut es)
1 | There was an inference yesterday -- in
2 | fact, | was not in a position yesterday
3 | to disclose who that conpany was. |
4 | felt that | had an obligation to the
5 | Managenent of it not to bring it into a
6 | public forumw thout their being
7 | advised of it and being confortable
8 | with it.
I
9 | That conpany is Cameco Corporation
10 | whi ch was formed as an amal gamati on of
11 | the former Eldorado Nuclear and the
12 | Saskat chewan M ni ng Devel oprent
13 | Corporation. It has a partner on the
14 | other side of it."
15 | M. Chairman, clearly, the transaction
16 | of which he speaks was secured by a debenture
17 | i ssued by the Joint Venture Exploration Conpany and
18 | guar anteed by a conpany who has credit in the
19 | mar ket pl ace.
I
20 | M. Chairman, Foothills takes strong
21 | objection to the inplication in M. Yates' argunment
22 | that sonehow this transaction was i nappropriate or
23 | under handed, or that it was sonehow col ouri ng our
24 | vi ew of the appropriate treatnent of the deferred
25 | i ncome tax pool, or in fact of our responsibility
| 1502
| FHPL Reply Arg.
| (Lut es)
1 | to our shippers or to the Board
I
2 | To the extent that any of Foothills
3 | money was invested in this Project, it was for the
4 | account of Foothills' shareholders -- and their
5 | i nvestnent was a legitimte and appropriate
6 | busi ness transaction for themto undertake
I
7 | Let ne say sonething about the CAN-AM
8 | costs. | heard Ms. Moreland question the
9 | accounting treatment for these costs.
I
10 | These costs were recorded in a rate
11 | base account, and the accounting treatnment,
12 | including the earning of return on these costs, is
13 | consistent with the treatnent accorded rate base
14 | accounts in both the Board's accounting rules and
15 | in Foothills' Tariff.
I
16 | Foothills has a specific Tariff
17 | provision by which this account properly recorded
18 | t hese expenditures, and by which return was
19 | appropriately earned on them
I
20 | In that regard, these expenditures are
21 | treated no differently than ot her expenditures on
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22 | proj ects under way which earn AFUDC until they are

23 | transferred to rate base.
I

24 | There was not hi ng unusual or which

25 | could be characterized as inappropriate, or in any
| 1503
| FHPL Reply Arg.
| (Lut es)

1 | way wong with respect to the treatment of these

2 | costs.
I

3 | The inplication that they shoul d not

4 | have been allowed to earn a rate of returnis

5 | totally inappropriate. The noneys were spent.

6 | They woul d have earned AFUDC, or they woul d have

7 | been transferred to rate base, and there they

8 | al ways woul d have earned a return.
I

9 | M. Chairman, | want to nake a few

10 | comments on Ms. Mreland' s remarks on the

11 | Conpar abl e Earni ngs evi dence of Dr. Sherw n and

12 | Ms. McShane, and as well upon the use given to the

13 | | BES dat a.
|

14 | At page 4 of Dr. Sherwin's Suppl enenta

15 | Evi dence, which is in Exhibit B-10, he says this:

16 | "It may be recalled that the

17 | conparabl e earnings test serves as a

18 | fairness standard, not a neasure of the

19 | cost of attracting capital. Cynics may

20 | say that this fairness standard has

21 | become a fair weather standard. Such a

22 | cl ai m woul d have no nerit.
|

23 | Al'l standards (or techniques) for

24 | measuring the fair return rest on the

25 | prem se that their applicability is
| 1504
| FHPL Reply Arg.
| (Lut es)

1 | dependent on the presence of normal or

2 | representative conditions.
I

3 | When interest rates rose close to the

4 | 20% level in in the early 1980s, no

5 | Board accepted those levels as a norm

6 | for setting utility returns.
I

7 | Simlarly now, a prolonged industrial

8 | profit depression does not provide a

9 | standard for utility returns. An

10 | averagi ng of such depressed levels with

11 | the high levels of returns earned in

12 | earlier years would, only by

13 | coi nci dence, produce a reliable

14 | estimate of a normal prospective |eve

15 | of profit.”
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16 | That is the end of the quotation
I

17 | I think the suggestion that the

18 | Conpar abl e Earnings Test is dead may be a bit

19 | premature. It is far fromdead. It is still the

20 | face-on test of the "fairness" standard.

21 | Dr. Sherwin continues to accord 30 per cent weight

22 | to its results.
I

23 | We do not accept Ms. Moreland's

24 | characterization of the evidence of Dr. Sherwin in

25 | this case.
| 1505
| FHPL Reply Arg.
| (Lut es)

1 | I am not going to read to you what

2 | Dr. Sherwi n says about the results of the

3 | Conpar abl e Earni ngs Test and the inpact of the |BES

4 | projected growh in earnings on that test; but | am

5 | going to say to you that | think she has

6 | m scharacterized for you what weight Dr. Sherw n

7 | puts on those |IBES results.
I

8 | I think Dr. Sherwin and Ms. MShane

9 | know full well, and have factored into their use of

10 | t he Conparabl e Earni ngs Test, the fact that the

11 | results of the IBES forecasts may be | ess than

12 | accur at e.
I

13 | And | draw your attention to the bottom

14 | of page 5, where, after discussing the inpact of

15 | the IBES results on the Conparabl e Earnings Test,

16 | Dr. Sherwin and Ms. MShane say, and | quote:

17 | "These projections are highly

18 | specul ative; their principal nmerit lies

19 | in denonstrating that the current cycle

20 | is unlikely to be representative of a

21 | "normal " earnings level..."

22 | And he goes on
I

23 | He knows, and Ms. McShane knows, that

24 | the results are influenced by the IBES forecasts

25 | and are highly specul ative. Those have al ready
| 1506
| FHPL Reply Arg.
| (Lut es)

1 | been built-in to his reconmendation in this case.
I

2 | Just two general conments before

3 | concl ude.
I

4 | M. Yates started this norning by

5 | saying that "CAPP's approach to these proceedings

6 | is balanced; that it has the best interests of the

7 | pi pelines at heart; and that CAPP is not in an

8 | adversarial position".
I

1130 116 2/14/00 12:43 PM



NEB/ONE-Hearing Transcript-Transoription daudienceRH-1-93-Vaume 8 file/l/CY/drew/docsRH193v08 htm

9 | He may say that, M. Chairman -- but
10 | that is not Foothills' perception of the rea
11 | world. We believe that CAPP, unlike our shippers,
12 | does and has taken in the past an adversari al
13 | approach. We believe that CAPP is not concerned
14 | with Foothills financial integrity or fairness to
15 | its sharehol ders; we believe that CAPP is concerned
16 | only with [ower tolls.
I
17 | And one ot her coment. Because of the
18 | time that we had available to us, it was not
19 | possible to review the quotations which
20 | Ms. Moreland referred to in her argunment this
21 | norning. We take exception to a nunmber of the
22 | quot ati ons and the way they were used.
I
23 | And because we have not had time to go
24 | to the transcripts to read the quotations and the
25 | context in which those quotations were given, we
| 1507
| FHPL Reply Arg.
| (Lut es)
1 | rely on the Board to ensure that the quotations
2 | whi ch were used in Ms. Moreland's argunent this
3 | nmor ni ng have accurately reflected the positions
4 | that were taken at those places in the transcript
5 | where they were taken from
|
6 | Wth that, M. Chairnman, that concl udes
7 | our reply coments, unless there are any questi ons.
I
8 | THE CHAI RMAN: Thank you, M. Lutes.
I
9 | M. Priddle, please.
I
10 | MR. PRI DDLE: M. Lutes, could you
11 | just renmind me as to what, if anything, the banks
12 | presently have in their hands by way of assignnents
13 | of contractual arrangenents from Foothills or
14 | Foot hill's shi ppers?
I
15 | MR. LUTES: M. Priddle, perhaps
16 | shoul d start by saying that this norning | nay have
17 | left you with the inpression that United remains
18 | commtted to its transportation arrangenments with
19 | Nor t hern Border.
I
20 | I was rem nded that that is not
21 | accurate; that to the extent that United vol umes
22 | were taken over by Pan-Alberta's U S. subsidiary,
23 | 100 million a day of those volunmes -- which were
24 | taken by Northern Natural -- have Northern
25 | Natural's comitnment to Northern Border attached to
| 1508
| FHPL Reply Arg.
| (Lut es)
1 | them The Panhandl e volunmes, at |east as far as
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Nort hern Border is concerned, continue to be
secured by Panhandl e's guarantee. But Northern

Bor der does not have the assurances of United with
respect to the remaining 350 million a day that
Pan- Al berta Gas (U.S.) noves of the original United
vol ures.

Havi ng said that, | amnot exactly
certain of the extent of the downstream
arrangenments. | understand, and it is ny belief,

that the arrangenents which exist between
Pan- Al berta Gas Ltd. on this side of the border
selling to Northwest Al asakan at the border, who
then resells to Pan-Alberta Gas (U.S.), are now the
subj ect of the security assignnent.

So, in fact, it is Pan-Al berta Gas
(U.S.) which is the U S. buyer, and the contracts
upstream are assigned through us to the banks.

And of course, on the West Leg, the
original PITCO arrangenents remain in place.

MR. PRI DDLE: I's anything el se
assigned to the banks? |Is there anything assigned
in respect of the PGT-11 expansion, shipper

contracts on PGT-117?

MR. LUTES: The expansion

financing -- and this is a point | overlooked this
norning. M. Yates said, this norning, that

Foot hills has successfully financed the expansion
of Zone 8.

That, of course, is incorrect. The
Zone 8 construction financing, a tenporary
short-term | oan, has been obtained. At the present
time, that loan is secured by the guarantees of
Al berta Natural Gas and Foothills Pipe Lines Ltd.

And until the actual financing of the

expansi on is undertaken with the banks, the final
security arrangenents have not been settled. In
fact, it may not be financed with the banks.

At this time, only the construction
financing is in place for the expansion, and the
security for that has been provided by the parents.

MR. PRI DDLE: Thank you

THE CHAI RMAN: Thank you, M. Lutes.

I would like to thank you and all other

counsel and witnesses for their appearance here;

file///Cdrew/docsRH193v08 htm
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FHPL Reply Arg.
(Lut es)
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also, | would like to thank Board Counsel and Board
staff.

The Board reserves its Decision on this
matter, and this Hearing is adjourned.
--- The Hearing C osed
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